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IrtTRODJCTIOM

Coincident witn tne teconolo^ical improvement in the machin-
ery of production in this country runs the ever increasing develop-
ment and broadening of the consumer credit field, as a matter of fact,
witnout credit for tne masses, modern mass production would not be feas-
ible since a large percentage of consumers 'would be eliminated from the
start. Whether or not a healthy economy is brought about by tne almost
universal use of consumer credit is open to debate, but surely the aver-
age person would not be able to force himself to save enough to buy tne
articles bought on time and thus hold up the level of industrial pro-
duction. The radio, newspapers, and mail-advertising bring constant-
ly to tne attention of the general public the availability of funds
for the financing of new consumers’ goods or for tne liquidation of out-
standing debts. Tne consumer today has access to credit permitting nim
to purchase articles that he could not dream of possessing two decades
ago. First, retailers provide multifarious plans for extending consumer
credit ranging from tne straignt one to three months' char-e (where the
cost of the credit ana collection departments is included in the mark-
up) to the one to three year budget plans which carr^ a definite inter-
est charge over and above the cash price of the goods. Clotning, furni-
ture, radios and electrical appliances, jewelry, and mail-order store
products are the most common articles made available through retail credit.
Secondly, consumer services are rendered on credit. Physicians, dentists,
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and nurses extend credit for their services. Opticians make their examina-
tions and tnen sell glasses and spectacles on the time plan. Public
utilities, hospitals, laundries, and cleaning estaol Lshments perform their
services before tne payment for such is made. A third class of consumer
credit is made possible tnrough the indirect financing of sales finance
companies, banks ..hicn finance dealers and purchase Installment sales
contracts, and manufacturers who finance the sales of tneir dealers, a
fourth classification of consumer creditors includes banks (ooth through
tneir personal loan departments anc tiirough small accommodation loans)
,
credit unions, industrial banxing companies, such as tne Morris Plan
hanks, pawnbrokers, small loan companies wording under various modifica-
tions of tne Uniform bmail Loan Law, unregulated lenders and otaers.
Tnis thesis is to concern itself primarily with this latter group and
more especially with the history, development, and inner mechanics of
tne personal loan departments in the banks of this country.
Twenty years ago monthly' or weekly" payment loans to the 0ener-
al public by national or state chartered banxs were practically unheard
of; in fact, such credit was scorned by bank credit officers, who deemed
such a procedure tantamount to hanging out the three balls symbolic of
the pawnbroker. They were then concerned primarily with the making of
industrial loans and collateral advances. More tnan 8b^ of the people
were ineligible for any sort of bank credit, ana the only loans that
might be included in a consumer category were the small accommodation
ones made to customers or to people well xnown to the officers, who knew
without investigation that tne lender was capable of paying off tne
loan in thirty, sixty, or ninety days, or at least able to reduce the
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amount end renew for the balance at the end of the stated period. While
tnis last type of credit made up only a very small percentage of the
portfolio of the city and industrial center banks, in small coiamunities
and agricultural centers accommodation loans were one of the chief sources
of revenue. The banker's attitude toward the monthly payment or personal
loan has changed radically in the past decade as newspaper and radio ad-
vertising attest. While some banks confine tneir personal loan advertis-
ing to enclosures in the monthly statements ana to placards on tae bank
premises, others have used most of tae types of advertising meaia to at-
tract new borrowers and to inform tne general puolic tnat it is worthy
of moderate bank credit. Tne pro and con of tnis matter will be consider-
ed later when personal loan policies are under discussion. It is worthy
of mention, however, that tae advertising disseminated by government
agencies for the Federal Housing Authority Loan plan did much to bring
to the attention of tne average consumer tnat commercial oanks were in
the montnly payment field.
Personal loan departments did not all of a sudden spring up
out of empty air. In preparing the material for this thesis the author
has noticed a definite succession of events leading up to the present
day personal loan department system and feels that the initial chapters
have a place here even thougn taey ma^ not deal directly with personal
loan department functions and operations. When the first ones were set
up, tne way had been maae clear for them by several other agencies. In
the latter half of the 19th century, the abuses of small loans lenders
brought the subject to light and srousea various public-minaed persons
to bring action to protect the needy borrower. The passage of tne Uni-
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form Small Loans Law in the various States enabled the regulated small
loan companies to set up an efficient system for lending to the average
person. It will be noted later that the qualifications of a good bor-
rower as set forth first by the founder of the Morris Plan and later by
these same regulated small loans companies do not differ greatly from
those demanded by banxs making personal loans on the monthly payment sys-
tem. By the time banks, forced by declining commercial loans and redund-
ant funds lying idle to seek new fields for investment, were ready to
enter the small loan field, the way had already been paved for them. The
idea of monthly payment loans was already'' established in the mind of the
average person, and the system of operation was more or less clearly de-
fined. as Walter B. French, Deputy Manager, American Bankers Associa-
tion, Consumer Credit Department, responded to a question asked by the
writer after the former’s address on this subject at the Eleventh New
England Bank Management Conference, November 3, 1340, why should the
banks scorn the other loan agencies who may be lending at a higher rate?
He went on to say that the banks have no right to say merely because
their rates may be lower, "Push over; you've set up the systems, but we
are going to cut you under." While some of the risks accepted b„ some
of the other loan agencies might not be taken by banks making personal
loans, the banks still nave much for wnicn to thank these companies.
Without them, monthly payment c >nsumer credits mi0 ht not have been grant-
ed and industrial production in this country may not have had the expan-
sion that it has enjoyed in this country in the past twenty years. As
the writer will point out later on, production of most consumers goods
in tnis country rises or falls with the production of automobiles, and
without the installment plan for the purchase of automobiles, their pro-
-’
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auction would never have reached the enormous peak it has attained.
Hence, it is tne purpose of this thesis to trace the develop-
ment of installment consumer credit from the start to the present day
personal loan department system. The amount of consumer credit involved
will oe discussed and tne metnods of operation outlined. In conclusion,
the writer will attempt to show what fields will need greater develop-
ment end what the future holds for this type of service.
.
Chapter !_
The History of Small Loan Legislation and the Formation
of Various Small Loan Agencies

As evidence of the presence of small loan dealers or agencies
earl, in the latter half of the 19th century, Robinson and Nugent in
"Regulation of tne Small Business" refer to various newspaper advertise-
ments vvnerein the reader ‘was exnortea to Dorrow on various types of
security. The earliest one mentioned by tnem appeared in the Chicago
Tribune in November, 1369. Tnree years later loans (though probably
not small ones) were solicited on the following security: furniture,
jewelry, warehouse receipts, houses, diamonds, and pianos. At first
furniture was removed as a pa n, but later the advertisements read:
"without removal." 'As an aauea inducement, privacy and secrecy was
usually promised. On October 24, 1873, an advertisement in The Boston
Globe stated tnat the lender had i&75,J00 to loan on collateral such as
mentioned aoove and "also on furniture not to be removed." The first
newspaper solicitation in Milwaukee appeared in 1875, while in Minne-
apolis in 1873 Frank -J. lackey opened a chattel loan office which later
became the Household Finance Corporation. Evidence of chattel mortgage
loans appeared in Saint Louis, Kansas City, and Cincinnati before 1380
and small loan advertisements had been printed in Cleveland, Indiana-
polis, Detroit, and Philadelphia before 1383. The New York 'A orId end
the Baltimore Sun carried them as early as 1385 and Tde Newark Evening
Sira displayed them in 1883. Even though many of them were not filed,
J~ •
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chattel mortgages filed in Cook Count/ (Chicago) increased fivefold be-
tween 1385 and 1887. It is interesting to note tnat tne classification
comprising loans between <ji25.Q0 and $49.00 exceeded greatly all other
groupings. Until about 1885 this type of advertising was not very pre-
valent, and handbills were used but distriouted only to public employees,
who oy virtue of tneir bed&es, uniforms, or positions, could qualify as
good risks with steady incomes. The authors of this book advance the
theory that the first salary lenders were probably fellow employees work-
ins on a very limited amount of capital. Such lending exists even to-
day. In some large companies and public bureaus an employee who has
managed to save a limited amount of capital will loan the less provid-
ent co-workers five dollars "to pay day” and then make sure to be on
the soot to collect tne five dollars and fifty cents or even six dollars
when pay day arrives.
No salary loans were advertised in Cnicago before 1895, in
Boston loans on wage assignments were solicited as early as 1381, while
salary loans in New York City were reported about 1900. The trend of
the times is shown, however, by the fact that Jonn Mulholland opened a
cnain of one hundred offices from Kansas to New York in the fifteen years
following 1893. The fact that tne New Jersey Legislature in 1384 passed
a measure prohibiting more than tne legal maximum on loans secured by
wage assignments shows tnat this was becoming a common practice at even
that early date.
Robinson and Nugent suggest that Cnicago was probnoly the
first location were unsecured notes were used and point out tnat New
England mercnants usually insisted on wage assignments when granting
..
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consumer credit. As competition for small loans developed, lenders were
undoubtedly forced to lend on unsecured notes even though rates were
high ana, in most instances, illegal. Employers usually discouraged wage
assignments and in some instances discnargec employees who used them as
collateral for small loans. Even though rates were nigh, the borrower
was usucjLly ignorant of the laws protecting him. moreover, when he did
knowr his rig its, he hesitated to oring tne usurious lender into court
oecause of tne unfavorable publicity such action would cause.
Various investigations of illegal small loan practices and
the formation of several remedial loan societies brought to light tne
evils of small loan lending late in the 19th century ano early in the
1990's. The citizens' permanent relief committee of Philadelphia con-
ducted a surve^ in the winter of 1393-94 and found many cases of whol-
ly illegal interest. Tne Commercial Loan and Trust Company with au-
tnorized capi al of $-100,000, subscribed capital of $10, J00, ana paid
in capital of only $1,000, employ ed an extremely ingenious system. Tne
prospective borrower would subscribe for a loan and offer a discount
premium. He would tnen pay $£.oQ per week in nopes of having his ap-
plication granted -within a few weeks. In most instances the borrower
would eventually be granted a loan smaller than the amount he had al-
ready paid in. Loans avera&eo about <g.o5.0Q or $60.00 on which tne in-
terest approximated £0% per month. Fines from one to three dollars were
charged on late payments.
Another loan company investigated received lu% per month on
its loans and no part payments were accepted. In otner words, unless
the borrower could pay the loan in full, nothing but interest was ac-
«J
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cepted. Since in most instances, tne bor ower was too poor to save the
total amount of the loan, tne int rest continued from month to month
ana finally more interest tnan tne original principal had been paid in.
In addition fees for renewal service and "papers" were charged.
For one of tne instances cited after paying $142.50 over a
two-year period, a woman still owed $112.50 on an original note of *75.00.
535 cases and 15 lenders were investigated. These thirteen lenders re-
ceived interest of $8,363.63 on a total loan of $14,395.50. The aver-
age loan was $40.00 ana the return equalled 453%.
As early as 1884 in Massachusetts, a maximum rate of 18% year-
ly was set on loans onaer v 1,000. 00, but the allowance of $10.00 for
expenses incurred offset the value of this restriction on small loans.
Provision for the release of pledge in case of usurious in-
terest was made in Missouri in 1891, in Maryland Ln 1894, and in Wis-
consin in 1895. a measure passed in tne State of New York in 1895 pro-
vided for 3% the first month and 2% tne succeeding months on loans of
$200.00 or less in cities whose population exceeded 500,000. Companies
making loans under tnese provisions were required to furnish bond and
furnish reports to the State B« nking Commissioner. Lenders operating
with no license were restricted to 6% per year.
In 1907 ineffective legal limits of 6%, 12%, and 15% were set
respecti ely in North Caroline, Utah, and Connecticut, while between
1900 and 1910 inefficient legislation in California, Maine, Maryland,
Wyoming, Delaware, Michigan, Pennsylvania
,
and Virginia set lesal limits
but gave no real protection to the borrower of limited means.
Ham, in "The Chattel Loan Business," cites the following con—
‘
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ditions found in Baltimore in the early 1900’s.
"For loans unaer $50.00, U% per month for inter-
est, from $5.50 to $5.00 for papers, and $1.00 to $£.00
for record^n^ and acknowledgments before a notary; for
loans not over $75.00, 3% per month was charged for in-
terest and from $6.00 to $7.50 for papers; while for
loams of i 100.00 or over, 5% per month for interest and
from $10.00 to $15.00 for papers, was enacted."
The earliest attempt to fight tne loan snarK evil employed
exposure of illegal devices, aenunciation of the usurious lenoer, sup-
pressive legislations, and prosecution of the lenders. Since the funds
for tnese investigations were usually derived from puolic spirited citi-
zens, there was not always sufficient resources to permit investiga-
tion of aul the claims and every one of the illegal loan offices. More-
over, practically no data on the costs of conducting a s .all loan office
were available to enable the legislators to draw up bills permitting a
rate of interest taat w old bring a return sufficient to attract invest-
ment capital. Few people realized that tne costs of ma.-cing a smell loan
and collecting weekly or monthly payments is far greater in proportion
to the return than those of granting a larae commercial Dank loan, and
it was not difficult to convince the &eneral public tnat rates such as
those p rmitted toc&y under the Uniform Small Loan Law were exorbitant,
thereby blocking effective legislation.
Other groups founci a different means of combatting the loan
snarks b,> foraiing loan societies wru.cn lent to tne poorer class of bor-
rowers at lower rates. In some instances companies advanced funos to
employees and deaucted payments from the weekly vages. Later credit
unions were formed within the company itself and handled by a committee
of employees. Funds were provided by savings set up Dy the members
themselves. Tne Boston and Albany Railroad Employees Credit Union, The
..
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Telephone T»orkers Credit Union, end Filene's (Bost n) Credit Union ere
only a few examples of company credit unions which flourish today. how-
ever, even as oday, many employees were loath to discuss their finan-
cial affairs or difficulties with their employers or fellow workers in
the credit union.
Clubs, societies, and organizations such as the Hebrew tree
Loan association made acvances to fellow members, but the rates were not
usually designed to oring a profitable return and as such snoula be con-
sidered philanthropic and hence, not always permanent. Moreover, their
total loan was small in comparison to the total of all small loans, legal
and illegal.
Other credit unions, however, paid a return on tne savings of
members. Alphonse Desjardins, a Canadian journalist v;ho had studied the
European type of co-operative credit societies, formed the Caisse Popu-
laire de Levis in 1900 and was so encouraged by the success of his initial
venture, he formed otners througnout the Province of Quebec in 1907.
Two years later he aided in the formation of La Caisse Populaire Ste.
Marie in Manchester, New Hampshire. In 1910 he helped bank Commissioner
Pierre Jay of Massacnusetts to draft a bill providing for similar organ-
izations in that State. This measure provided for the formation of
credit unions among people with a common interest, the funds to be pro-
vided by the savings of the members, supervision by the bank Commission-
er, end reasonable rates.
The loan societies mentioned above did much, however, to pro-
mote tne cause of a legitimate yet profit; ble small loan business. The
Collateral Loan Society of Boston commenced a jawnoroking business in
.'
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boston as earty as 18b 7 ana was a charter member of the National Federa-
tion of ftemecial Loan Associations formed in Buffalo in 1909. The Work-
ingmen's Loan association of Provioence, St. Bartholomew's Loan associa-
tion of New York, lending on cnattel mortgages, eno the Provident Loan
Society of Milwaukee, also charter members, were doing business before
tne turn of the century.
7khile it is not possible to cite the individual nistory of
each remedial loan society here, the experience of the Chattel Loan As-
sociation of Baltimore is well worth relating as an example of the in-
fluence of this movement. In 1897 the Rev. Maltbie B. Babcock instigated
an investigation of the loan shark evils and persuaded a group of busi-
ness men to subscribe capital of $30,000 and obtain a charter from the
State for a corporation to make small loans. In 1909 the legislature
fixed a rate of $1.00 per loan less than the Association had been charg-
ing, but the measure was amended in 190P.
This Chattel Loan Association of Baltimore charged 8% and
$5.00 for papers on loans under $50 . j0; 6% and $8.00 for papers on loans
from $ 50.00 to $100.00, the same plus 5% on the excess over $100.00 on
notes from $100.
0
j to $1,000.00, and tne same plus 2 1/2% on the excess
on notes over $1,000.00. Approximately 9,000 loans ?;ere made over a
ten-year period, 5% was paid on the capital investment and 1% added to
surplus. Two of the lowest illegal lenders were forced out of business
and several leeal rate companies were established.
A similar organization founaed in New iork. The Provident
Loan Society of New York, in its £5th anniversary report (1919) stated
that it was making loans at legal rates ana still paying 4" l/2% on
-
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t1,400, 000 worth of bones, 6% on $7,200,000 worth of contribution cer-
tificates and that over $4,000,o00 had Deen aeded to profit and loss
surplus
.
At the suggestion of W. N. Finley, t convention was held at
buffalo in 1909, and tne Remedial Loan Association was formeo. Its pur-
pose was the same as that of the individual organizations; namely, on
a naitional scale to interest people in the formation of local loan soci-
eties which would loan at fair rates and to disseminate information con-
cerning remedial legislation, financial organization ano fair rates.
Tne Charter Members were: The Citizens Mortgage Loan Company, Cincinnati;
Provident Loan Society, Detroit; Workingmen's Loan association. Providence;
Saint Bartnolomew ' s Loan association, dew ioric City; Provident Loan Society,
dew York City; Cnattel Loan Association, Baltimore; Workingmen's Collateral
Loan Company, Cleveland; Worcester Collateral Loan Association, Worcester;
Provident Loan Society, Milwaukee; First State Pawners Society, Chicago;
Collateral Loan Association, Boston.
At about the same time the beneficial force of the Remedial
Loan Association was making itself felt, another movement was gettine un-
der way which was to aid tne small bo. rower materially. The Russell
Sage Foundation, incorporated in 1907, announced as its raison d'etre "the
establishment and maintenance of charitable or benevolent activities, agen-
cies and institutions, and the aid of any such activities, agencies, or
institutions already estaolished. " Mr. Frank Parsons, who had been ap-
pointed to review the surplus appeals for aid, reported to the trustee,
Robert W. DeForrest, that:
"Letters came in from men and women earnestly de-
sirous of being self-respecting and self-supporting,
«
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who hc.a pledged their credit, their future earnings,
end paying at the rate of 25 and 30 percent a month
interest charges, so—called, on these small necessity
loans .
"
The Foundation supplied Fellowships to the New lork Lchool oi Philcn—
thropy and Clarence ft. Y*assam in 1907 and Arthur ri. Ham, 1908, *-eie
the recipients. In 1909 Ham was appointed as special agent to stuoy
r
remedial loan problems ana in the following year was given charge ol
the newly fo’©.'e Eivision of Remedial Loans, wnich he diiected until
1918.
On the following points Ham end Wassam concurred: Illegal
lenders prevailed mainly because there were not enough legitimate loan
companies to tame care of tne special type of loan made to the small
needy borrower. At the prevailing banking rates and legal interest on
contract rates, it was impossible for a small loans agency to do business
end show a return on investment. Ham in Tne Chattel Loan Business said:
"A profitable business at &% is impossible. The
usual loan of 440.00 or 450.00 plus interest cnarges,
is divided from three to six monthly installments. The
interest on a loan at 6% per annum for six months
would be 41.50. There must be offset agj Last this,
the salary of an investigator who will examine the secur-
ity and pass upon its acceptability
,
that of a collect-
or to call for payments as the., fall due and look up
those wrho are seeking to oooge tneir settlements, an
office wrth its attendant expenses for oookkeeping,
cashier, stenographer and maintenance, as well as the
usual losses and necessary fees to attorneys. All of
these expenses must be paid out of the gross returns
from loans. Apart from direct evidence bearing on the
point, it is clear that a six percent rate would not
cover expenses."
They agreed tnat restrictive legislation had been ineffective, and last-
ly, the., advocated the formation of remedial loan societies seeking a
fair return on capital and the enactaient of effective legislation which ^
..
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would permit smell loans at rates exceeding tne usual legal or contract
rate so taut tne borrower c -uld get away from the exorbitant rates of
the loan sharks and still pay enough to permit a fair return on investment.
The Foundation attempted by publication of the results of Ham's
and W&ssam's research ana by encouraging the formation of new companies
to bring legitimate lenders into existence. Following the recommenda-
tions of the Department of Remedial Loans, Massachusetts, in 1311, and
New Jersey, in 191a, passed legislation permitting small loans agencies
to operate as a business proposition. New York, Ohio and Pennsylvania
also had passed regulatory legislation before 1916, when the department
of Remedial Loans in co-operation with a group of lenders interested in
fair loan rates, drew up the first draft of tne Uniform Small Loan Law.
Tnis is not a statute in itself; it is merely a model for each State to
follow when enacting small loan legislation. It has been revised five
times since the first draft and is all-inclusive as to regulations. It
calls for tne licensing of lenders, periodical reports, to some agency
such as the State Bank Commissioner
,
and allows Z 1,/2% per month on the
first one hundred dollars of loan and 2 l/f/fa on any excess up to three
hundred dollars, to be assessed against the unpaid balance when making
the monthly payment. Moreover, "In addition to the interest herein pro-
vided for no further or other charge or amount whatsoever for any examina-
tion service, brokerage, commission expense, fee or bonus or othervfise
shall be directly or indirectly charged, contracted for, or received."
Provision is also made for giving tiiese loans on chattel mortgage col-
lateral. The Uniform Small Loan Law has not been adopted in every State
of this country, nor have all of its recommendations been followed, but
it has in many States given the poorer class of borrower, who has no col-
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lateral, except for his position end bill payment record, the opportunity
to make a le^al smell loan which he can liquidate in a reasonable amount
of time.
A National Bureau of Economic Research publication. Personal
Finance Companies and Their Creoit Practices (Ralph A. Young and Associ-
ates) summarizes the small loans laws in the various States as follows:
(Page 54)
.-*
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SMALL LOaN LEGISLaTION AS OF DECEMBER 1, 1939,
CLASSIFIED BY CONFOBMITY TO UNIFORM SMALL LOAN LAW AND
BY MAXIMUM CAROLS AUTHORIZED
Laws Resembling the Uniform
Smell Loan Law
With flat Maximum Rate of Charge
Arizona, Florida, Louisiana,
Maryland, Virginia
Minnesota, Ohio, Oregon, Rhode
Island, Utah
New Jersey
New Hampshire
Georgia
District of Columbia.
Arkansas
Alabama
With graduated Maximum Rate of Charge
Maximum Monthly Charge on Unpaid
Principal Balance
3 1/2%
•z, <£
%J /
o
2 1/2%
2 %
1 1/2%
1 %
10 % per year
8 % per year
Kentucky, West Virginia *Z«J 1/2% on first #130
;
2 1/2% on remainder
Hawaii 3 1/2% on first #100; o< 1/2% on remainder
Illinois, Maine, New Y ork 3 % on first #130; r< 1/2% on remainder
Michigan 3 % on first #100;
r~
a 1/2% on remainder
Iowa, Massachusetts, Pennsy 1-
vania 3 % on first #130; 2 % on remainder
Indiana 3 % on first ^ 130
;
1 1/2% on remainder
Connecticut *zi/ % on first *100; 2 % on reme inder
Missouri •zcb on loans of #100 and less
loans of more tlian #100
; ^ l/2% on
Vermont 2 1/2% on first #1£3; < 1/4% on remainder
California 2 1/2% on first #100; 2 % on remainder
Wisconsin 2 1/2% on first #100; " % on second #100;
1 % on remainder
*•* '
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Laws Resemblinfa the Uniform
Small Loan Law
Maximum Monthly Charge on Unpaid
Principal Balance
Wiwh other forms of Charge
Colorado, Nebraska, New Mexico 10 % per year, plus other charges
Tennessee 6 % per year, plus expense fee
Laws Which Do Not Resemble the Uniform Small Loan Law
Delaware applies to loans up to $500. Rate is 6% per year, computed
on original amount of loan
and payable in advance, plus
service charge of 2% of the
loan.
Mississippi 10$ per year plus fees that
vary with size of loan. Com-
pany subject to $2,000 tax
if rate of interest exceeds
20$ per year.
North Carolina 6$ per year
Texas Loans subject to 10% per year
maximum interest rate fixed
by usury law and State Con-
stitution.
Wyoming 25% per year.

More or less coincident with the work of the Remedial Loan
Societies ana that of the Russell Sage Foundation was tae formation of
the Morris Plan of Industrial Banking. While tne scope of this thesis
does not allow a thorough discussion of this loan agency, some small
mention of it must be made, for it is one of the earliest precursors
of the present day commercial bank personal loan department. Arthur J.
Morris, a lawyer, in 1910 with his law partners, Gannett and Colten,
founded the Fidelity Savings and Trust Company, of Norfolk, Virginia.
Whether or not he made a study of the European "Peoples Banks" is not
definitely established, but the principles of his new venture 'were
founded for the most part on those of the Schulze—Belitzseh, the Raif-
feisen, or tne Luzzatti banks which were similar to co-operative credit
unions as we know them today. Whatever his studies of the small loan
question had been, his basic principles were:
"(1) Character, plus earning power is a proper basis of credit.
"(2) Loans made on this basis of credit must carry the privi-
lege of repayment over a period lonb enough to match the earning power
of the borrower.
"(5) Money so borrowed should always be for some constructive
ana useful purpose."*
Tnat this was a new and radical oepa.rture is evioenced by the
letter written by the State Corporation Commissioner to Morris in answer
to his application for a charter:
* Herzog, The Morris Plan of Industrial Banking t 1928, page 17, refer-
ring to Crowell, "A Man. who Has Loaned Money to Millions of
People." Reprint from American Magazine
.
Vol. 91, March 1921.
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"Dear Arthur:
I hcve carefully considered your explica-
tion for a charter for your hybrid and mongrel
banking institution. Frankly, I don't know
what it is. It isn't a savings bank; it isn't
a State or National Bank, it isn't a charity.
It isn't anything I ever heard of before. Its
principles seem sound, however, and its pur-
poses admirable. But the reason that I am go-
ing to grant a charter is Decause I believe in
y ou
. "*
Vv'ithout going furtner into the early history7 of the Morris
Plan, it is sufficient to say that from its inception, the growth was
rapid, and that today on a nation-wide scale, this institution makes
cash loans to individuals, mostly on endorsed notes, finances the pur-
K
chase of various types of consumer commodities, grants sizeable loans
to small businesses and receives its funds from depositors and certifi-
cate holders who receive a worthwhile return on their investment. So
great was the demand for the formation of offices in other cities, it
finally became necessary to form the Industrial Finance Corporation
as a semi-holding company in 1914. The right to use the Morris Plan's
many systems and forms was given in exenange for stock in the new cor-
poration and fees or simply fees. That the Morris Plan had the approval
of many outstanding business men ana financiers is attested by their
* Crowell, Article cited, as reprinted in The Morris Plan, of Industrial
Banking, Herzog, 19P8, page 18.
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presence on the Board of Directors* of this new corporation. The Bankers
Magazine (Vol. 88, No. S, March 1814, pp.£80-£81. Ed., "Loans to Small
Borrowers at Fair Rates.") said:
"This enterprise is certainly a laudable one and
backed up by men of capital and successful business
experience. It is reasonably certain to accomplish
the ends for which it is designed . . .we are rapid-
ly building up a financial and banking system in this
country—the Federal Reserve Banks, Land Credit Banks,
and the loan association just referred to, all con-
stitute important links of the chain."
* Herzog cites: "Dr. Gould was elected Chairman of the Board; Mr. Morris,
President; Eugene H. Guteroridge, Raymond Du Pay
,
and Stephen C. Millet,
Vice-Presidents; J. B. Gilaer, Secretary;' and Charles H. Sabin, Treasurer.
"among otners on the Board of Directors ,«ere certain men to whom
Mr. Morris attributes much of the responsibility for the success of the
Morris Plan. These men were Charles H. Sabin, then Vice-President of the
uuaranty Trust Company of New fork; John Markle, the largest independent
anthracite coal operator in the country; Henry R. Towne, founder of the
Yale and Towne Manufacturing Company; Willara R. Straight, formerly of
J. P. Morgan and Company; Newcomb Carlton, Presicent of the Western Union
Telegraph Company; Herbert L. Satterlee of the firm of Satterlee and Can-
field; Hon. Harlana F. Stone, formerly of Satterlee, Canfield, and Stone,
now justice of the Supreme Court of the Uni ed States; and Raymond Du Puy
,
formerly President of the Virbinia Railways." The Morris Plan of Industrial
Banking, pabe £8.
-
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Cnapter II
T'ne Expansion of Consumer Credit and the Rise of
Personal Loan Departments

22
All types of consumer credit enjoyed an enormous expansion
between 1925 and 1929. Increased consumer goods production ana greeter
installment credit aided each other mutually. Without the weekly or
montnly payment plan, retailers would not have been aole to increase
credit sales as they did; without finance companies, the increase in
the durable goods line would not have been so marked, as Nu6ent points
out in "Consumer Credit and Economic Stability,” the development of
sales on automooiles, electric washing machines ana vacuum cleaners,
which had been more or less perfected before tne first World War, had
been delayed durinfc the War period by restrictions on consumer goods
production.
Between 1919 and 1921 price changes and lack of financing
facilities combined to retard the development of tne consumer market.
In 1921, however, the large increase in installment finance agencies,
coupled with the increase in real wa6es which had occurred during the
War, started consumer goods and creait for such on a great upward swing
which terminated in 1929 with double tne amount of consumer credit em-
ployed in 1922. New consumer goods ..ere being developed and put on the
market at the same time, mainly tne mechanical refrigerator, the auto-
matic furnace, radios and other electrical devices. Expansion of auto-
mobile finance credit gave the real impetus to tne movement. It is
_
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generally conceded that the present day industrial production Ln norm-
al times fluctuates ratier closely with automobile production in this
country. With tne release of restrictions on automobile production and
credit after the War came the promotion of many new installment sales
finance companies. Nusent states that the increase in automobile pro-
duction from 1322 to 1923 was accompanied by an even greater increase
in the number of finance companies in operation. Moreover, in 1924,
dealers were offered an even greater incentive to sell on credit, when
tne finance companies started to purchase automobile paper on a "non-
recourse" Dasis. Heretofore, the companies had held back a portion of
eacn contract, until the note was completely paid and used this "hold
oack" in case of nonpayment. By setting up their own reserves tne fin-
ancing, agencies freed tne dealer from any liability as to nonpayment
of the note, thus encouraging him to use the tune plan. Commercial banks
were beginning to loan to the finance companies on hypothecated auto-
mobile accounts or else on automobile paper purcnased through the com-
mercial papers brokers, thus increasing, tne amount of credit available
for automobile financing. In some instances banks seeing the possibil-
ity of acded revenue, began themselves to finance the dealer directly,
a few of t.iein would even finance tne dealers' purchase of the new models
and then take over tne contract when the car was sold.
The spread of automobile financing did much to remove the stig-
ma which had fallen on installment purchasing. Nugent claims that all
social and economic classes used the easy payment system, and "its use
was no lon&er symbolic of poverty, prodigality or gullibility."* Mer-
* Nubeat, Consumer Credit and Economic Sta bility , page 96.
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chants began to promote installment sales in many lines. Sales of house-
hold goods increased, while installment sales of tnese actually enjoyed
even a greater increase. Manufacturers endeavored to increase tne sales
of building materials, plumDing supplies and roofing by setting up plans
to finance dealers' sales. The market for radios, refrigerators, wash-
ing machines and oil burners was expanded by the greater credit facilit-
ies. Chain stores granted long time payment credit on clothing and jewel-
ry, while several of the lar6e mail-order houses increased the sales of
clotuing in tne same manner. Even some of the higher grade clothing and
jewelry stores adopted the deferred payment system.
Tne cash lending agencies more or less paralleled the install-
ment sellers in their growth durin6 this period. In 1925 there were
only about six hundred regulated small loans offices; by 1929 due some-
what to the adoption of regulatory laws, the number had increased to
about thirty—five hundred. The balances ox the unregulated lenders al-
so increased tnreefold. Until 1923, however, these companies were ham-
pered by lack of access to the regular investment channels and to msuiy
commercial banks. In that year a well-known investment house underwrote
an issue of preferred stock of the Household Finance Corporation chain
and nencefortn tne banks and investment houses looked upon them with
greater favor.
In 1925 some 190 industrial banking concerns were in existence;
by 1929 the number had increased to 620. In the same period credit
unions jumped from 200 to almost 1,000. Only a ver., fe«v banks made in-
stallment loans prior to tne middle twenties. N agent reports that a
limited number of them did make monthly payment loans of a year's dura—
..
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tion endorsed by co—makers and on wliich tiie interest end inves tigs.tion.
fees were deducted in advance in Connecticut, Nortn Carolina and Vir-
ginia. Only eighty -four banks reported in answer to a survey made by
the Consumer Credit Institute in 1957 ana 1958, that their personal loan
departments were functioning before 1925, and sixty-five of them had
total loans and investments no greater than .*500,000, indicating a small
personal loan balance. The greatest impetus to tne formation of person-
al Loan departments was provided by tne success of tne National City
Bank of New York's department which was organised in 1928. That year
£8,472,951 worth of loans were made, while in 1929 tne figure came to
$28,7o0,4l0.*
according to figures prepared by Nugent, non-departmental-
ized consumer loans in bank loan portfolios still made up the largest
proportion of total cash loans during the period from 1325 to 1929, al-
though tne ratio decreased toward tne last. In 1925 Dank loans account-
ed for 426 millions outstanding at tne end of the .year out of a total
of 675 millions, or 65$. In 1929 tne figures were 879 millions out of
one billion, 353 millions, or 55$. Only 45 millions of personal loans
were outstanding at tne close of that year. In 1925 and 1924 pawnbrokers
ran a poor second to the Danks, were superseded by tne industrial bank-
ing companies in ld25, and were passed again by tne regulated small loans
companies in 1927. In 1929 this latter group was second only to tne
oanks' non-departmentalized consumer loans with a figure of 265 millions
* Address June 3, 1957, at the Annual Convention of the American Institute
of Banking held at Saint Paul, Minnesota, by
Rober Steffan, Vice-President.
•,
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of loans at trie gear's endj industrial banking companies loaned 219
millions, pawnbrokers 119 millions, unregulated lenders 43 millions,
miscellaneous agencies 46 millions, and credit unions 32 millions.
The totals of the cash lending agencies at this time were second only
to the retail classification which bed 4 billion, 177 million dollars
worth of credit outstanding. This figure is well over 2 l/2 times as
great as that for the former. The intermediary financing agencies were
third with a volume of one billion, 373 million dollars, and the service
creditors had 586 million outstanding. Each one of tne four major con-
sumer credit classifications felt the blow of the deflationary movement
which started in the fall of 1929, and at the end of 1930, total consum-
er credit had fallen 613 millions of dollars. The close of the year
1933 showed the lowest volume in the entire depression period, with only
four billion, 807 million dollars of credit outstanding. This figure
is only slightly more than half that of the peak in 1929. From that time
on until 1937, the trend was constantly upward.
Just as automobile financing had given tne impetus earlier
to the general expansion of installment consumers, so was it the first
end the most precipitate in the decline. Retail automobile paper in
tne nands of installment finance companies declined 25% in the yet r fol-
lowing September, 1929. Retail sales dropped and receivables were gradu-
ally liquidated after Christina s of 1929. The experience of service
creditors was similar. With less earning power, or in some instances,
none at all, people deferred medical, dental and hospital treatment,
among the cash lending agencies, bank accommodation losns were the first
to feel the effect and had tne most precipitate fall. Tney declined
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from 879 millions in 1929 to 502 millions in 1955. Inasmcuh as new per-
sonal loan departments were being Introduced, the 45 million balance
outstanding at tne close of 1929 was increased by two million dollars
the following year. Subsequently this figure fell off to 29 million at
the end of 1955. Tne regulated small loan companies had much tne same
experience. The 1951 figure was 29 million higher than the one for 1929,
and the decline to December 1955, was only 57 million. Industrial bank-
ing company loans dropped 45% in this period, while pawnbrokers' Dalances
went up during 1950 and then fell about 55%.
For all consumer credit as a whole, the year 1955 marked the
bottom of the descent. It expanded, according to Nugent's figures, 9%
in 1954, 18% in 1955, 22% in 1958, and 12% in 1957. As usual automobile
financing was predominant and tne paper for this (in the hands of in-
stallment finance companies) increased almost six times from March 1955
to j-ugust 1357. It gained 42% In 1954, 59% in 1955, 57% in 1938, and
25% to the end of August 1937. Moreover, automobile financing was not
limited to tnese companies. Commercial oanks entered this field in the
Fall of 195<t and held about ten percent of all retail automobile notes
by the end of 1937. at the same time many small loam companies were
financing automobile sales. Once again automobile credit increased more
than sales, due largely to smaller down payments and longer periods of
repayment, increased used car financing, and an increased proportion
of automobiles sold on time.
Durable household goods followed suit as in tne period between
1923 and 1929, especially in the case of refrigerators, vacuum cleaners
and washing machines. Here, as above, a longer repayment period increased
•
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tile amount of receivables for these goods.
The passage of the National Housing Act In 1914 had a far
reaching influence on the cash lendin0 agencies, especially the banks.
3y providing the lender with a guaranty fund up to 20/b of the net loan
balance outstanding, it permitted banks and other lending agencies to
grant time loans on more liberal credits and longer repayment periods
than before. These loans were for repairs and modernization of homes
and small business establishments . Certain types of permanent house-
hold fixtures, such as oil burners, refrigerators, stoves, kitcnen
sinks and bathroom fixtures were eli^iole. Not onl,; did it have its
affect on the durable household goods business, but also it showed
many bankers that a large percentage of the working public was worthy
of moderate credit, and all at a profit to the bank. That this was
true is borne out by the fact that, when at the time of the re-enactment
of the Act and the halving -of the guaranty, the banks were still will-
ing and ea^er to continue these loans, borne banks even went so far as
to continue making loans on articles no longer eligible under their
own plan and with no guaranty fund at all.
After the organization of the Electric Home end Farm author-
ity, man,, utilities granted longer repayment terms on household appli-
ances, which increased the consumption of gas and electricity as well
as provided for greater sales and consumer credit for this type of mer-
chandise. High grade retail stores also were granting more liberal
terms on clothing, furniture and jewelry. Tne "budget" account where-
by the purchaser could buy several unrelated items at once and make re-
payment in equal installments over a period ranging from six months to
a year, was becoming increasingly popular. Tnis was especially true
.k
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among the mail-order houses. Nugent reports tnut ;year end receivables
of the four major companies quadrupled between 1932 and 1937.
Cash lending agencies enjoyed a great expansion from the end
of 1933 until tne middle of 1937. The pawnbroking group was the only
one not to show a great increase in outstanding loans, which in itself
is significant, for it would seem that the other agencies were making
loans to people who previously had been able to nave recourse only to
the pawnbrokers. Bank personal loan departments showed the greatest
percentage increase with 216 million dollars of loans outstanding at
the end of 1937 in comparison to only 29 million four years before,
wnich shows an improvement of 747%. Nugent estimated that 258 depart-
ments were in operation at the close of 1935 and 635 for the same time
in 1936. He also states tnat his figures are probably ’underestimated
due to difficulty in obtaining figures and replies from banks all over
tile country . Tnis understatement is corroborated by tne Na tional Bureau
of Economic Research's "Commercial Banks and Consumer Installment Credit"
(Joan M. Chapmen and associates), for in answer to its questionnaire in
1936, 749 dunks reported active personal loan departments and 946 in
1957^ It is interesting to note that in 1929 personal loans amounted
to 45 millions whereas non-departwentalized consumer loans were set at
a figure of 379 millions, tne former being only 4.3% of the latter, ?<hile
in 1937 the figures were 213 millions and 678 millions respectively, or
51%. Moreover, the non-depurtmentali zed lot ns failed to re-attain the
1929 figure to tne extent of 200 millions. This wuuld seem to indicate
* Chapman, John M., and associates. Commercial Bunas and Consumer In-
stallment Credit
,
puolished by National
Bureau of Economic Research.
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that many loans at one tine made in the regular loan department at
small or no profit were being transferred to the personal loan depart-
ments.
Although all types of consumer credit suffered a decline in
the latter part of 1337, one fact was definitely estaolished; that is,
commercial bank personal loan departments were here to stay. An exten-
sive survey made by the above mentioned National bureau of Economic
Research shows that in the ten-year period from 1923 to 1353 this type
of Dusiness rose from almost nothing to 1500 functioning personal loan
departments in commercial banks.*
In that same ten—year period many acticles appeared in the
various financial magazines, giving tne pro ana con of estaDlishing a
personal loan department, borne bankers believed it was below the dig-
nity of a commercial bank to enter this credit field. Others were en-
tirely overoptimist Lc in regard to tne return on this type of loan.
They saw only the greater return without giving due consideration to
tne aa&itional costs of granting this type of credit. The January 23,
lj£3, issue of the United btates Investor warned bankers about the costs
of making per&onel loans and stased tnat many banks were probably grant-
ing this type of credit without taking into consideration all the costs
involvea. Tne writer of this article pointed out one of the Morris Plan
banks operating efficiently had found tnat a volume of at least $1,100,000
was necessar„ to show a profit. And as recently as November 8, 194j,
..'alter 3. French, Deputy Manager, nmerican oanaers Association, Consumer
Credit Department, stated at the Bank Management Conference of the New
* Op. cit., page 1.
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England Council that banks operating personal loan departments must use
a strict cost accounting system in connection with tnis department to
be sure that an estimated profit is nob actually a loss.
The increasing interest on the part of bankers in regard to
this type of loan is manifested by the preparation in 1955 of "Commercial
Sank Management, Booklet ho. 17, Personal Income Loan Department Installa-
tion and Operation." At this time the Dank management commission of the
American Bankers association maae s survey of banks operating personal
loan departments and incorporated the results in this booklet. Part One
was devoted to the actual operation of a personal loan department and
samples of all the forms necessary were included. One of the earliest
statements in this work is worthy of mention:
"There appears to be a tendency to provide a cum'oer-
some and expensive procedure for operating personal in-
come plans which involves a large number of expensive
forms and unnecessary work. Simplicity of procedure
and a minimum numoer of forms should be adopted if the
desired results are to be ootained."*
The writer will have more to say on this suoject when discussing costs
of operation, but in passing let it be said first this idea is one of
the most important fundamentals in the successful operation of a per-
sonal loan department. Part Two is devoted to the experience of the
Danks that answered the questionnaire. An enlargement of tnis part two
appears in anomer bank management commission report after another sur-
vey had been made. This "burvey of Personal Loan Department Lxperience
and Practice" (May 1958) summarizes the experiences of various banks
using this service, it points out the pitfalls to avoid in the opera-
* Commercial Bank Management, Booklet u
o
. 17 , Personal Income Loan
De partment Installat ion and Operation ,
page 5.
*
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tion of personal loan departments and also indicates the steps to be
followed in pursuing a successful personal loan policy. That cankers
as a group approved of this comparatively new venture is evidenced Dy
the following found in the conclusion:
"Added evidence tnat personal lending by banks has
come of age is furnished by the recent ruling of tile
Board of Governors of the Federal Reserve System mak-
ing possible the rediscounting of personal consumer
loans, if they are within ninety days or less of matur-
ity. We are sure this indication by tne Federal Re-
serve authorities that consumer financing by banks on
a personal basis is steadily growing in importance is
welcomed by tne many Cankers tnroughout the nation who
nave pioneered in tnis field.
Just as the Remedial Loan Societies and tne Russell Sage
Foundation worked for uniformity in Small Loan Laws, so now is the
American Bankers association endeavoring to crine acout the same in
connection with the laws regarding interest rates on monthly payment
notes held by banks.
In the great majority of the States, the law is very' vague
and in some instances non-existent. Banks about to adopt the person-
al loan plan often are not acle to set a definite policy as to the
rates permitted and the legality of the methods of operation. In any
event, it is best to consult tne office of the State Bank Commissioner
before determining the rates to be charged. When tnere is no set law
directly concerning bank monthly^ payment loans, the bank’s counsel
should be asked to give an opinion on the matter. Even though there
may be no law directly applicable to loans of this type, the absence
of such does not provide protection for the lender. It is possible
* Survey of Personal Loan Department Experience and Practice t Commer-
cial Bank Management, (May 1953) page lu.
.w
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that a lawful discount rate would become illegal when figured on the
basis of tne effective rate.
In order to clarify this situation, the American Bankers
Association has drawn up a model Persona L Installment Loan Statute
whicn reads as follows:
11An act to increase to tne public tne credit facil-
ities of banks, trust companies and national banks doing
ousiness in this State by fixing tne rate of interest or
discount tnat may oe charged on loans to oe repaid in in-
stalments, or oy means of deposits, and to limit the
charges thereon. ...
1. Any bank or trust company heretofore or here-
after organized under any general or special lav/ of tnis
State, and any national bank doing business in this State,
shall have power, in addition to such otner powers as it
may have to make loans to any person, firm or corporation
in an amount not exceeding one thousand dollars (* 1,000)
and to deduct in advance from the proceeds of such loan,
interest or discount at a rate not exceeding any contract
rate permitted by law in this State, upon the total amount
of the loan from the date thereof until the maturity of
the final instalment, notwithstanding that tne principal
amount of such loan is required to be repaid in instalments,
or notwithstanding the loan is secured by a deposit account
opened by the maker or makers concurrently with the making
of the loan and assigned as collateral security tnerefor,
which deposit account may evidence deposits made, or re-
quire deposits substantially uniform in amount, to be made
periodically, with or without interest throughout the term
for which the note evidencing such loan runs.
£. No further interest or discount charge, nor any
other charge wnatsoever, shall be made directly or indirect-
ly on any such loan or discount of such note by such bank,
trust company or national bank in addition to the charges
herein expressly provided for, except that there may be
charged to the borrower
(a) a penalty not exceeding —percent (..,%)
of the amount of any principal payment
or payments in default.
(b) tne actual cost of insurance in the case
such bank, trust company or national bank
insures the life of the borrower under an
insurance policy, and
.. .
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(c) a charge in an amount not exceeding one
dollar (£1) per one hundred dollars (£100),
or fraction thereof, of loan for tne cost
of credit investigation or appraisal of the
security offered as collateral.
5. All Acts or parts of Acts inconsistent with tnis act
are hereby repealed.
4. Tnis act shall take effect immediately."
New Jersey
,
New York, North Carolina and South Carolina have passed
statutes which are very similar to the proposed one.
Only ten States reported legislation on personal loan depart-
ments in answering the questionnaire sent out by Joan M. Chapman and
associates. These were: Arizona, Delaware, Maine, Michigan, New Jer-
sey, New York, North Carolina, Ohio, South Carolina, and Virginia.
Twelve others stated that tne general banking statutes were adequate
to permit this type of loan. These States were: Arkansas, California,
Connecticut, Iowa, Massachusetts, Oregon, Pennsylvania, Rhode Island,
South Dakota, Tennessee, Texas and Wyoming.
Chapman’s survey estimates that approximately 80% of the
present day personal loan departments were established after 1951.*
Moreover, he noted an increase of almost £00% in the year-end balances
from 1924 to 1928.* At the end of 1951 £07 banks maintained personal
loan departments, while at the close of 1958 at least 1,095 banks report-
ed this service, while this is not equivalent to the 1500 figure men-
tioned above, it must be remembered that some banks reported using this
service without mentioning any date and among those who failed to answer
the questionnaire must nave been some banks who did have personal loan
* Chapman, John ii., ano Associates, Commercial banks and Consumer In-
stallment Credit
,
published bj National
bureau of Economic Research, Page 4.
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departments functioning. The section of the Unitea States reporting
tne greatest cumulative total was the East Norta Central with 317, fol-
lowed tty the Middle Atlantic Group with £06, and the Vvest North Central
with 17<. The South Atlantic classification showed a figure of Iff,
and then came New England with 106. Then followed the 'West South Central
with 66, the East South Central with 53, the Mountain with 44, ana the
Pacific with 36.
Only 37 banks with total loans and investments of fifty mil-
lion dollars or over were operating personal loan departments, while
the great majority was found in the two to five million collar class-
ification ana under. 979 banks were in the t,roup ranging from under
one hundred and fifty thousand dollars to five million dollars. The
classification showing the greatest number of banks was the two to five
million dollar group with £56. The total of this group and all others
above it was 499.
Based again on total loans and investments, about 30% of the
bsnks with a figure of ££>0,000,000, or over; 21% in the £10,000,000 to
£50,000,000 group; 15$ in the £l,000,000 to gl0,000,000 classification;
and 5$ in the £1,000,000 and under class were operating personal loan
departments at this time.
The author states that approximately £0% of all commercial
banks in New England were operating personal loan departments at the
close of 1938, tne Middle Atlantic States followed with a figure of
about 13%, and the East North Central ^roup ana that of the Pacific
States were next with about 10%. The figure was 9% in the Mountain and
the Plain States, 1% in the South Atlantic States, and about four or
..
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five per cent in the other groupings. As a generalization, it may be
said that the predominance is to be found in the more highly industrial-
ized btates.
Chapman reports that at the time the investigation was in pro-
gress, personal loan legislation was in progress in Wisconsin. In an-
swer to a questionnaire sent bp the author of this tnesis in 1940, the
btate Commissioner of hanks reported that banks were permitted to make
monthly payment loans at the contract rate of 10% plus fees not exceed-
ing one dollar. As the writer has mentioned above. Chapman reports that
answers to his questionnaire on the subject of rates were vague and con-
fusing. hot only is this true in regard to the amount of discount taken,
but also no provision is made for investigation fees, insurance charges,
fines for late payments, and other miscellaneous charges. He states:*
"It is impossible to oetermine, from the replies to the questionnaire,
whether a given charge is specifically authorized, expressly forbidden,
or merely sanctioned a s a ms tter of practice in the absence of any statu-
tory pronouncement." It is very evident that the model cra.ft appearing
above would clarify matters greatly, if adopteo by the legislatures of
all the States. Permission to operate a personal loan department is re-
quired only in four States. To engage in the industrial loan business
in Michigan, application mutt first be made to the banking department,
which investigates the capital and surplus of the loaning institution
as well as the need for this service in the community served. In New
Jersey a license is required to operate such a department. As in Michi-
gan, the New York superintendent of oanks must investigate the useful-
ness of this type of loan service before granting permission to set up
* Op. cit.
,
pase 49.
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a department. In Ohio in orcer to comply with the law for special plan
binks, a bank must amend its cnarter with the approval of the stockhold-
ers and the Superintendent of Banks.
In answer to tne writer's questionnaire, in the place of the
State Comptroller of Banks, G. M. McWilliams, Executive Vice-President
of the Citizens Bank of Hattiesburg, Mississippi, replied that he had
served as Chairman of the Legislative Committee that had recently en-
acted a Small Loan Bill in that State. Mr. McWilliams enclosed a copy
of the Small Loan Bill which was enacted in 1940 and which was modeled
closely on the proposed draft quoted above.
Ohio and New lork personal loan departments are subject to
periodic examinations, and in the latter State special forms are pro-
vided for making report.
As this Chapter has pointed out, the bank personal loan move-
ment has made great strides in the past decade. The growth in the num-
ber of banks adopting this service as well as in the size of loan
balances outstanding has been enormous. Much in the way of legislative
enactment remains to be done. Tne Development of operating practices
in some of tne larger banks has brought about a highly efficient tech-
nique which may well serve as a model for other large banks. Small and
meoium sized btnks may not attract sufficient volume of business to
justify a highly specialized personal loan department, and further study
in the costs of operations must be made if banks adoptinG this new
feature are to make it a profitable venture.
<***
Ciu- pter III
Personal Loen Depurtoent Procedure
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In general three distinct types of personal loans are made.
First, the majority of all the loans are made on a co-maker or endorser
basis, from figures derived from the answer to his questionnaire. Chap-
man estimates that 55.6$ of all the loans made in 1958 were of this type.
Usually the borrower on this type of note is allowed a greater propor-
tion of his yearly income than on a single—name loan, ana in some in-
stances, the rate of interest is somewhat lower than in the latter case.
For this same period only £1.6$ of tne total loans made was included
in tne second, or single-name category.* Uiost banks require the signa-
ture of the wife of a. married man on a note of this type, and the in-
come and credit standing of the applicant must be well above tnat of the
borrower who has endorsers. The third, or secured group, is divided
into two sections. The first comprises notes secured ty listed secur-
ities, savings passbooks, or liens against the cash value of life in-
surance policies. In the case of notes secured by the cash value of
life insurance policies, the loan is usually larger tnan the average
for all classifications, for the cost involved in obtaining a hard and
fast lien, which demands no little work on the part of the legal depart-
ment, is too great to be covered by the interest return on a small loan.
* Op. cit., pa6e 56.
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In most instances notes secured by collateral of this type are made at
a lower interest rate than are tne unsecurec ones. Tne second type of
security comprises conditional sales contracts, bailment, leases, and
chattel mortgages. In most instances loans of tnis type are made in a
separate time sales department where the credit procedure differs from
that of the regular personal loan department, actually , the time sales
department usually nas an approved list of dealers in automobiles and
other consumers' goods. The borrovver signs the application ano note,
turns it over to the dealer who endorses it "without recourse," and
then pays tne monthly payments to the bank which has discounted the note.
Inasmuch as most of the goods purchased in tnis manner have a reposses-
sion value over and above the unpaid balance of the loan, poorer credit
risKs ma^ be accented. Moreover, in some instances the dealer's agree-
ment. sith the bank states that on nonpayment, the bank may repossess
the article purcnasec, return it to the dealer, and charge his account
for the unpaid balance of the note. Credit of this type is usually pass-
ed mup^ more quickly than in the regular personal loan department,
for usually the competition is very keen and an answer must be had in a
few hours. This is especially true in tne case of automobile financing.
Tnis type of credit differs alto in that in addition to the regular fin-
ance charges allowed, the cost of insurance on the automobile must be
borne by the purchaser, thus actually increasing the cost of the loan.
Tnis thesis is concerned mainly with the unsecured type of personal loan,
and tne procedure involved in passin0 this type of credit.
The first requirement of a borrower on the monthly payment
plan is an income that is steady and a loan in decent proportion to the
Sj.V.% *
.
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yearly income; hence, moderately salaried persons working for well estab
lished concerns make the best risks. In fact, some banks have establish
ed a policy of making "preferred" loans to the employees of large well
known concerns without requiring endorsers and with only a minimum of in
vestigation. In some instances through an agreement with a company,
loans are made with no investigation when approved by the personnel de-
partment of the company. There have been some occasions when the com-
pany guaranteed losses on its employees’ loans after a certain amount
of reserve set up by the bank had been used up, but in general the banks
assume the entire risk. In some cases as long as the employee is re-
tained. on tht company roll, the bank is assured of payment since the
company deducts the individual montnly payment from the employee’s pay
and remits for all the employees in a single check to the bank. Hot
only does this more or less reassure the bank of payment, but it also
saves the bank the cost of taking in individual payments and following
slow accounts.
Loans of the "preferred" type are eagerly sought by the banks,
for they are usually larger than the average loan and the risk is less
since they are made to individuals who have well established positions
end higher than average income. Usually included in this category are
public employees and school teachers, but it is the writer’s opinion
that this group’s applications must always be fully investigated, for
many public employees use their position as a source of obtaining too
much credit everywhere and then nide behind the protection given them
in the form of the prohibition against obtaining writs against their
salaries. Workers employed in seasonal trades are Dy virtue of tneir
. .
.
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unsteady employment usually poor risks as are man} types ol laborers.
On the other hand, executives and office workers are generally assured
of steady employment through the year and capable of making each month-
ly payment as it comes- due. It is interesting to note the difference
between the classifications of two New fork City banks and two personal
finance companies as compiled by Chapman.* Wage-earners comprised
£8.1% of the personal loan portfolio of tne banxs, whereas the figure
was 5£.4% for the finance companies. On the other hand, for clerical
workers the figure was 44.4% for the former and £5% for the latter.
For people in business either for tneinselves or as managers tne banks
showed £0.4% and the finance companies 14.6%> while for the professional
classification tne figures were 6.4% for the former and 6.8% for the
latter. As mentioned elsewhere in this thesis, it can oe seen that tne
banks are loaning to a higher income group than the finance companies,
which means that the average loan must be higher for them and the risk
less, so that the higher rates are justified for the finance companies.
Loans are made for man}' and varied purposes, which may be
more or less classified. Most writers on this subject usually place
medical ana dental debts at the neaa of the list. Refinancing of otner
debts and loans is one of the most common purposes. Many banks and
loan companies advertise constantly that loans may be made to consolid-
ate all montnly accounts into one montnly payment. Prospective borrow-
ers state that their monthly payment on a new bank loan will be less
taan the accumulated payments on several monthly payment accounts al-
ready incurred. The National Shawraut Bank of Boston each year declares
* Op. cit., page 71.
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8 "Pay y our Doctor Week” and advertises for loans of this type. The
same bank also has a special plen whereby dentists on the bank’s ap-
proved list may have a patient sign a special application and note for
the amount of work to be done. On approval of the credit, the dentist
does the necessary work and receives immediate payment from the bank.
The writer has interviewed on many occasions applicants who wish to
liquidate a personal finance company obligation by transferring to a
bank loan at a lower rate of interest. While in every instance the per-
son is not able to meet the stricter bank requirements, many loams are
made for this purpose. On the otner hand, it must be remembered that
many persons prefer to pay the additional interest rather than to ask
somebody to endorse, as banks demand in most instances. Many people
able to buy consumers' goods at wholesale prefer to get a cash loan from
a bank and thus save themselves a considers.ole amount over and above
the bank's interest charge. Insurance premiums, mort^a^e payments, and
taxes are paid in this way by many borrowers. Loans for these purposes
are usually renewed from year to year and as such are a good source of
income to the banks. People even borrow to take a vacation excursion.
As a matter of fact, some banks make loans through travel agencies. The
person selects the trip he wishes to take, signs a note which is endorsed
without recourse by the travel credit agency
,
and tnen discounted by
the bank. Heads of families frequently make a loan to continue the ed-
ucation of children who are not yet self-supporting.
The National City 3ank of New York summarizes the purposes of
its borrowers as follows:*
* The Practical Problem of Personal Credit
,
Ro^er Steffan,
" The National City Bank of New York,
Vice-President,
January SO,
.'
.
- 43
Percent
Medical and Dental 30
Pay Debts ana Loans 15
Purchase Home Equipment 14
nusiness Emergency 11
Payments on 0v»n Home 8
Necessary Clothing 7
Education K)
Taxes X
Insurance Premiums 3
To Help Relatives X
Deatn 1
Chapman* makes the following classification, based on fig-
ures given by the Banx of Manhattan Company:
Percent
Non-dura ble Consumer Goods
Clothing 2
Household 10
Durable Consumer Goods
Automobile 5
Alterations and Improvements 5
Medical and Dental Services 15
Business Use 14
Refinancing of Debt ana other obligations
Consolidation of debts end general re-
financing 31
Mortgage (principal ana Interest) and
repairs 7
Taxes - 1
Insurance 1
Culture and Rest
Vacation 2
Education 2
Miscellaneous
Help to Relatives 1
Other 8
* Chapman, Jonn M., and associates. Commercial banks and Consumer Install-
ment Credit
,
published by National
Bureau of Economic Research, page 78.
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Most banks set a minimum loan that they will make under this
plan. Some oanks refuse to loan on a note under $100, while others will
make them as low as $25, although usually at a higher rate of discount
than on the larger loans. Surely a bank making a loan of less than $100
at the nominal rate of discount would not be covering costs. The results
of the American hankers Association's survey made in 1935 showed that
13 banks out of 235 reporting were even making loans under $25, while
171 were putting tneir minimum between $25 and $100. 33 reported a mini-
mem between <*100 and $150, and 184 had no set minimum.
As for the maximum loan, 20 banks set no figure at all. 20
banks limited tneir loans to figure between $2,500 and $7,000, while 3
went as high as $25,000. 109 were in the classification between $ 1,000
ana $2,500, 53 between $500 ana $1,000, and only 31 $500 and less.
In spite of the fact tnat many of the banks make fairly large
loans of this type, the average loan is not very great. In 1937, one of
the foremost banks in this field, trie National City Bank of New York
showed an average of only $286 per loan while making 72 million dollars*
worth of loans. Tne American Bankers Association report showed 4 banks
averaging less that $100, 34 between $100 and ^199, loo between $200
and $299, and 41 over $300.
The average maturity is usually one year for personal loans.
If small loans are made for less tnan this time the interest on a year-
ly basis would have to be rather high to siiow any sort of profit on the
loan. Only five banxs indicated loans for less tnan a six months period,
* Jennings, Henrietta Cooper, The Consumer in Commercial Banking
, Con-
sumer Credit Institute of America, page 17.
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while 44 banks showed maturities renting from tnis period up to one year.
140 reported an average of one year, 31 made them up to 18 months, ana
only 5 would extend this type of credit over a longer period. It is
generally agreed that the one year maturity is the safest risk with pro-
fit, and as will oe seen in the Chapter on credit approval, only in ex-
ceptional cases should tne loan be longer than one yrear.
If experienced interviewers are accepting personal loan ap-
plications, onl> a small percentage of those investigated should be re-
jected. Some border-line cases will in the natural course of events
De found not suitable to the bank’s requirements, and a few applications
will fail to disclose the poor credit standing of the application which
the subsequent investigation will bring out. While no record of refus-
als to issue an application is kept, the writer estimates from his own
experience, that between 25 and 40 percent of the people asking for ap-
plications are not issued one after a discussion of the financial posi-
tion of tne prospective applicant. Of the banks answering Chapman’s
inquiry only a very few reported rejecting more tnan 25% of tne applica-
tions, and 181 banks estimated that they rejected between one and twenty-
five percent of all applications received.* A bank just entering the
personal loan field will naturally proceed with caution and will normal-
ly reject some loans tnat coala be safely made. In many instances a
Da with a very low loss ratio During the first few years of operation
may liberalize its credit to some extent, approve manj more loans, in-
crease its loss ratio slightly, and still show a much better profit.
In answer to the American Bankers Association's survey, 54
* Chapman, John M., and associates. Commercial Sanies end Consumer Install -
ment Credit
.
National Bureau of Econom-
ic Research, pa^e 93.
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banks reported no losses on single-name notes, 21 showed a loss of less
than 1%, and only 4 banks had a figure over 1$. Chapman reports an
average loss of only 0.57 for loans* made in 1958 with 209 banks answer-
ing. He shows a net loss of 0.12% for 65 New York State banks for the
period 1956-1958.
In effective collection department is highly essential if the
loss figures are to be kept down. In most instances as soon as the
monthly paynnent is a few days late a written notice or reminder is sent
to tne borrower. If this aoes not bring results, an attempt may be
made to contact the delinquent borrower by telephone and get his promise
to bring the account up to date. A letter to the effect that the en-
dorsers will be notified unless tne payment is made shortly is usually
effective. As a last resort a collector may be sent directly to the
residence of the borrower. A hard boiled person is out of place in the
collections cepertment. In most instances a late payment is due to
oversight or to temporary straitened conditions. By talking the situ-
ation over calmly, the account may be adjusted and the good will of the
bank preserved. Whatever the situation, however, it is imperative that
delinquent accounts be brought to attention at once. Once monthly pay-
ments start overlapping, difficulties will arise. The very great major-
ity of the people are honest and will respond to the request for pay-
ment. Moreover, a large proportion of the people who borrow either re-
new before the loan is paid up or take out a new one on liquidation;
so it is necessary to keep the good will of tne borrower as long as
loss on the account can be averted. Many banks ^lace an advertisement
after tne sixth coupon in tne payment book, stating that the borrower
* Op. cit., page 106.
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is now eligible for renewal.
There is no need for discussion of the mechanics of the book-
keeping here. Most banks use a coupon book for repayment. There is a
c >apon for each monthly payment and payments may be receipted by the
teller in the cover. Others send out a small card with spaces for re-
ceipting the payment. In this instance, credit slips must be filled
out Dj, tne borrower on the premises. A few banks send out notices for
eacn monthly payment, but if a large number of loans were in tne port-
folio, tnis would be a burdensome and expensive procedure.

Chapter IV
The Interview
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The best advertisement possible for the personal loan service
is probauly word of mouth praise given by satisfied borrowers and satis-
faction comes primarily when the application is efficiently and speed-
ily investigated and approved. The National City Bank of New York City
has its department arranged so that applications in tne hands of the
interviewers by noon of one day are approved that day and checks or
rejection notices are in the first mail the following morning. In over
ten years of personal loan experience, this bank has consistently at-
tempted to find new short cnts and more efficient systematizing in or-
der to &ive the applicant twenty-four hour service. An efficiently
conceived plan of operation concentrates first on the initial interview
and tne work of tne interviewer.
No matter how man.) applications are approved, the personal
loan department must incur tne expense of tne rejected application as
well as tnat of the former. Since a trained investigator soon learns
which of the applications are approved and whicn are rejected by tne
Loan Committee, he himself can become a judge of what is good- and what
is wortnless; hence, it would seem fitting tnat employees should have
investigating experience oefore being permitted to discuss loans with
applicants. Tnis procedure would be entirely feasible in a Dank that
'.1
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has an exceptionally lar^e personal loan department; under the branch
system, { ucii might not be possible, but, the managers and their assist-
ants in tne branches should be given thorougn instruction by some mem-
ber of the department who has served there in all capacities. The
greater percentage of applications approved, the lower the total cost
of each individual application will be. Hence, it is the task of the
interviewer to discuss thoroughly the financial position of the prospec-
tive borrower and eliminate immediately the unquestionably poor risks.
On the other hand, many border line cases may be built up and found to
be worthy risks, thus adding new customers and preserving good will.
To facilitate the work of the interviewer an "application request" form
is essential. Tnis form calls for the name, aaaress, telephone number,
age, business address, position, amount of loan, yearly income and amount
of insurance carried, present debt and provides space for the bank's
notations. In some instances, a stub is attached, which when the ap-
plication is returned by the applicant is given tne same number as the
application and returned to the applicant in case he comes in for fur-
ther questioning. This "application request" is filled out while the
applicant is awaiting his turn at tne intex*viewer * s desk and saves tne
inte -viewer the time of askin- these fundamental questions. In addition,
it nelps to eliminate a long drawn out story from the prospective ap-
plicant, who in some instances tries to relate nis entire life history
as soon as he is seated. Most banks undoubtedly have a definite maxi-
mum proportion of tne yearly income beyond which they will not lend.
This ratio may varj between single—name and endorsed or secured notes.
In some instances, however, this rule may be disallowed, k person ov/n-
,*
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ing a small home free ana clear and with only & small yearly tax sure-
ly is & better risk tain anotner in identical circumstances paying a
monthly rental. A single man or woman vvitn no dependents could carry
a greater monthly payment than a married man with several children.
The interviewer must tactfully draw the prospective applicant out and ^
learn the extent of his total liabilities; charge accounts, otner loans,
furniture installment plans, and automobile finance accounts must be
brought to light. Askixig the applicant what lie owes is not sufficient;
he must be reminded that he does carry an account of one type or an-
other ana the only way to do this is to enumerate them. If making the
maximum loan permitted on the applicant's income will not clear up all
his indebtedness, no application should be given out. Sometimes an in-
dividual who has too great liaoilities at the first interview may be in-
structed to come back when some of the items are cleared up and the re-
quest would be more in line with the bank's requirements. If tnis sug-
gestion is taken, the proS'Dective borrower will nave shown the inter-
viewer that he is capable of working out a suitable budget and worthy of
aid in clearing up his miscellaneous accounts and putting them into the
convenient monthly payment system, furthermore, if the applicant is ern-
plowed by a large concern which conducts its own employee's credit union,
an inquiry must be made as to any balance outstanding there, for in many
instances this information will not be furnished by the credit union
authorities, moreover, instead of asking if there is a balance outstand-
ing with the credit union, it is better to ask casually during the course
of the conversation, "What do you owe tne credit 'union?" In this way an
applicant who might be liable to attempt to keep this information secret
. .
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will probably answer the question without thinking. Here again, the
interviewer who has had experience as an investigator has a better know-
ledge as to what companies maintain such services, and knows when to
ask this question.
uiany small loan or finance companies refuse all credit Informa-
tion to tne personal loan departments of banks as do tne majority of
City, State, and Federal employees’ credit unions. Knowing this, the
interviewer must ask to see the payment book and note the balance and
payment record on the "application request." Similarly, since the Home
Owners Loan Corporation will give no information as to the payment re-
cord on their mortgages unless the loan is a Federal Housing .Authority
Loan, tne last monthly statement should be examined and the information
transferred to the request form.
The decision as to whether or not the application will be sub-
mitted without endorsers or co-makers rests largely with the interviewer.
Naturally the standards in regard to type of employment, length of ser-
vice and 0eneral credit standing must be higher than with endorsed notes.
Exceptions to these standards should not be permitted and the interview-
er must stand his ground when pleas to waive these reflations are made,
for this will result only in a request for an endorser after the applica-
tion has been submitted to the committee for approval. In some instances
banks wiLl permit the substitution of a co-maker’s signature for that
of tue wife of a married man on a note. It is not a good practice to
waive tne wife’s signature, however, since tne loan may be for purposes
which the husband is trying to keep secret from his wife and she may con-
tinue to make ,ciar&es on her various accounts in anticipation of a lar-
..
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ger income from tne nusband. Most banks will not make a personal loan
of any type unless tne applicant has had his present position at least
one year, or else can show that a transfer was made to better himself.
Even tnen the position should have been held nearly a year.
When tne applicant is the employee of a large and well known
concern, the interviewer need question no further as to the employment,
but when the opposite is the case, he must try to get some information
as to the employer from the applicant. The investigator must be able
to pass on to the credit committee some assurance of tne continuity of
the applicant's employment, and if tne interviewer gives tne investiga-
tor no basis on which to work, the approval must be delayed until a
credit report has been obtained on the employer. Moreover, tie identity
and position of the superior with whom the checking is to be made must
be established so that the investigator will know with whom he is talk-
ing and how competent he is to give out personal information. Merely
being advised of the employer's banking connection may be enough to eii-
able the investigator to furnish satisfactory evidence of the stability
of the employment.
When the applicant is in business for himself, it is, of course,
necessary tnat he produce profit and loss ana balance sheet statements
in addition to the regular application. And unless tne income from the
loan is sufficient to justify the cost of obtaining a credit agency re-
port, it is essential that salariea endorsers sign the note. On a small
loan the cost of thoroughly checking the applicant in nis trade would
exceed the interest income, so tne bank must look to tne strength of the
endorsers for security. This does not mean, however, tnat the usual
'v.c.
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personal checKing on the applicant should be relaxed, a few of the lar-
ger personal loan departments conduct a special small business loan de-
partment where specially trained investigators and credit men handle
only this type of loan, but in most instances these loans are much lar-
ger tnan the average personal loan.
When loans as small as 440.00 or $50.00 are made, the inter-
viewer must relax nis standards somewhat. Most banks do not like to
grant credit wnen the weekly income is less tnan $20.00, but tnere are
many occasions wnen a single person living at nome, for instance, could
easily meet the monthly payment on a loan of this size. While no bank
likes to have recourse to trie courts for repayment, the minimum salary
which may be attached must always be taken into consideration. Loans
of this nature should always be endorsed Dy someone whose income is
substantially greater than the applicant's. Moreover, in times like
the present, when there is a possibility that this country might be
drawn into the War, or individuals called for military training under
the Conscription Act, it is desiraole to have the notes of any appli-
cants eligiole to be called for service endorsed by someone whose age
does not fall within the prospective draft limits.
The applicant must be advised as to the tppe of co-maker de-
sired so that he will not be delayed by having to get additional en-
dorsers who satisfy tne standards. And it must be impressed on tbe
prospective borrower that his endorsers fill out the application blank
as completely as possible, since in most instances the co—makers do not
come into the bank at all. When the applicant is employed by a smell
concern, it is preferable that the endorsers not be fellow workers, but
somebody in the employ of a well-known concern. Most banks place in-
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suranee for the amount of the unpaid balance of the note in the event
of' the death of tne borrower, thus relieving wives, estates, and en-
dorsers of any further responsibility. Since the insurance companies
will not usually accept this risk for borrowers over the age of sixty,
caution must be taken in accepting applications from people in this
category. Tney are subject to more time out for illness than younger
people, and they are also liable to be pensioned at a reduced income
or even dismissed without any provision for income. A younger enaorser
should be required in this case. Since the insurance clause is usually
incorporated in the body of the application, an "Insurance Waiver" form
must be issued to be signed by the applicant, his wife and all endorsers.
In order to avoid misunderstanding and to preserve the good
will of the personal loan department, the interviewer must be prepared
to answer any question as to interest rates. Many people have heard
tnat the effective interest rate on a time-payment loan doubles without
comprehending tnat tne actual cash interest paid remains the same. By
explaining that the actual amount of cash interest is the same on a
monthly payment note as on a note due one year hence, much can be done
to dispel the idea that the effective rate and the actual money out-of-
pocket are the same. Moreover, the borrower has had tne use of what-
ever he invested the money in all auring the period of tne loan instead
of having to wait until the total amount was saved. Also, no matter
how empnatic a prospective borrower may be in his denunciation of the
interest allowed the licensed lenders, the interviewer should not con-
cur and disparage these agencies, an explanation to the effect that
in order to keep the activities of illegal lenders down to a minimum.
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it is necessary to permit these rates to keep the regulated lenders in
business, is a good procedure.
When co-makers or endorsers are required, the qualifications
of a good co-maker must be clarified. That is, he should, like the ap-
plicant, be of legal age, have a steady income, show a good credit re-
cord and not be indebted to any great extent. When the co-maxer can-
not be reached by telephone, the applicant should be advised to instruct
him to return the card confirming his signature on the note as soon as
possiole.
The interviewer must be able to adapt himself to the many
types of personalities with which he will come in contact, ana he should
be understanding and sympathetic toward the problems of the average per-
son. Discussing a commercial loan of *50,030, for instance, does not
require the tact anc patience tnat tne discussion of a *100 loan with a
laborer earning *1,£G0 per year demands. In other words, he should not
say, "Wnat right have you to nave a *,£00 automobile on your income?"
That automobile may be the only joy in life for him and his family.
The interviewer should not be too critical of charge accounts and
other loans .then dealing with people in the lower income brackets.
The 6reat majority of the people are in this classification, and if
they show by their other credit records that they do pay their bills,
they are wortny of some credit assistance. The naughty attitude of
tne interviewer when dealing with this type of applicant can do the
dank much harm and drive away the applicants who have come in in answer
to the bank's advertisements. To phrase it differently, the Interview-
er must be able to meet the applicant on his own ground. Merely because
.'
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the applicant comes into the office dirty and in overalls or work-
ing clothes does not mean that he is not worthy of the service the
bank is offering. The smaller the loan desired, the more indulgent
tne interviewer mast be. Conditions of late years have been such
that banks are competing intensely to serve the average person not
only in the field of small loans but in the fields, such as auto-
mobile financing, consumer good financing through dealers, register
checks, special checking accounts, and others. In oruer to further
these services, the man at the desk must be able to be sympathetic and
understanding toward the problems of the average person. While it
is necessary that the interviewer get a clear story in as short a
space of time as possiole, tne interview must not be conducted like
an inquisition. The prospective borrower should be greeted cordi-
ally and treated as well as a large commercial borrower would be; he
should be maae to feel that it is his bank as well as any other per-
son's and that he can bring his small problems to the desk of the
interviewer.
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The Investigation
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Efficiency in the investigation of a small loan is the only
way to keep costs at a reasonable figure. Reference to summaries of
personal loan expenses show that salaries and other costs incurred in
the process of granting the loan make up a large proportion of the en-
tire department’s charges. As in any other business, the greater the
efficiency, the lower the total cost per unit (in this case one ap-
plication) will be.
As soon as the application is received in the personal loan
department, it is listed on a register and a serial number is stamped
on it as well as on the note. In the larger cities banks making per-
sonal loans have formed associations with industrial banks and some
personal finance companies for tneir mutual protection. Whenever an
application is filed, a card is sent to the association's central of-
fice ana the name cnecked through the files already in existence to see
whetner or not tne applicant is borrowing or ever has borrowed from
any of the members. Tne name becomes a part of the permanent file of
tne association, and if any previous loans have been made, tne name of
the loaning institution is returned to the bank filing the name. In
this way dishonest duplication of credits may be avoided. In some
cities the personal finance companies have their own separate associ-
_.
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ation. Then the names of the applicants and his endorsers are checked
through a liaoility file. Each card in the file should provide space
for the name of the applicant, dates and serial numoer of previous loans,
both as applicant and as co-maker, and a notation as to when the loan
was paid up and how many late payments were made. Provision should be
made on the application blank itself for the recording of this informa-
tion so that tiie investigator will see at once that he must refer to
the previous investigation report before starting the new one. Also,
he is given notice in the event of a good record in the past that this
application requires special consideration. Once the liability card
is filled in, it is taken out of the regular file and placed in a spec-
ial "pending file" where the cards of all current applicants are kept.
The application now goes to the investigator.
In most personal loan departments one investigator makes the
complete investigation himself, but in some of the larger banks, a
group of investigators are assigned a group of applications and each
one does a specific part of each application. The first requirement
is to see that the necessary letters, if any, are written at once so
that there will be no delay in giving tne applicant an answer, bpecial
form letters are essential in saving stenographers’ time. If the ap-
plicant's place of employment is at too great a distance to permit a
telephone inquiry, a special letter may be sent, stating that the credit
standing of the employee is being investigated by the bank and veri-
fication of his salary figure, length of employment, and position is
desired, along with any additional information tnat the employer may
wish to contribute. Most savings banks prefer to answer only written
requests for information in regard to depositors and mortgagors. In
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regard to the latter, the only work required of the typist is to fill
in the amount of the mortgage, the payments due, and tne name of the
applicant, the form letter taking care of the remainder. A similar
type of letter may be used to obtain information from a tax collector’s
or assessor's office. All co-makers' signatures must be verified, and
if this cannot be done by telephone, a letter or card must be sent at
once. Some oanks, however, do not verify the signatures of near rela-
tives of the applicant. Some systems require that one investigator take
charge of all the letter inquiries at the start of each day and some-
times as each new batch of applications reaches the office.
In The Bank Management Commission of tne American Bankers
Association's Booklet No. 17 on Commercial Bank Management, "Personal
Income Loan Department Installation and Operation," suggested applica-
tion forms are printed calling for information in regard to the follow-
ing: purpose of the loan, number of dependents, employment, montnly
expenses, amount of life insurance carried and loans against such, for-
mer employment, charge accounts, other loans, budget or finance plan
accounts, real estate with mortgage thereon. Dank references, and sour-
ces of income other than that obtained from regular position. Tne ap-
plicant must also state whether or not he has ever had any judgments,
garnishments or legal proceedings against him, and testify that he has
stated his total indebteaness and that his statements are correct. An
abbreviated questionnaire for co—makers completes the application blank.
In considering an application there are tnree fundamental questions to
be answered: Does the applicant have a relatively secure position and
a steady income? Does he pay his bills ana take care of his obligations
. )i
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in a satisfactory manner? Is he nonest and upright in his dealings with
other people? If all these questions are answered satisfactorily and if
his request is reasonable in comparison with the amount of his income,
then he is worthy of a reasonable amount of credit.
Investigating an individual's position and income calls for the
exercising of a great deal of judgment and tact on the part of the inves-
tigator. He may do both the bank and the prospective borrower a great
deal of harm if he does not proceed with proper caution in this regard.
Hence, it is advisable that a newcomer to the personal loan credit de-
partment be allowed at first to make only routine credit checkings with
stores, loan companies, other banks, etc. He should listen in as an ex-
perienced investigator makes personal checkings in order to learn the
special technique involved. The first step consists in looking up the
employer in a rating book in order to determine not only the standing
of the employer but also with whom the checking will be made. If it
is a large concern, obviously the personnel department must be contact-
ed; end this type of employment is usually the simplest to check. Tne
investigator informs that department that the bank is making a*, credit
investigation of one of the employees ana would like to check the ap-
plicant's statements with the company's records. Tnis being done, in-
quiry' is made as to the steadiness of the position, the number of weeks
each year the applicant is liable to be laid off, and the general record
of the employee. Most companies keep a. close record of all employees,
and any unfavorable reports such as attachments are usually brought to
light. When the company has an employees' credit union, inquiry shoulo
also be made to see if there are any outstanding oblications not report-
..
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ed on the Explication.
The investigator must be prepared for questioning on the part
of the employer. The latter may be interested in the general welfare
of the employee and question the advisability of granting the loan or
may deem the amount too great. On the other hand, when tiie employer
is enthusiastic about the proposition, care must be taken not to make
any definite statements as to the probable granting of the loan. Tnere
have been cases when an applicant has claimed that he has been informed
by his employer that the loan was to be granted when such was not the
case. Discussing the situation with a manager or with a superior is
not such a simple process as is the checking with a personnel depart-
ment. The superior may have been "primed" by the applicant, or on the
other hanc, mey be reticent about giving Emy information at ell. Or
he may try to get personal information on the applicant from the in-
vestigator. Sometimes the greatest emount of tact end patience is neces-
sary to get any inform£.tion at all. Consider one experience the writer
recalls when the answer to his inquiry was, "I don't believe in having
my employees borrow or sign for other people, so what are you going to
do about it?" On other occasions the reply was, "I don't want my em-
ployees borrov»ing outside. Tell him to come to me, and I'll lend him
the money myself and deduct it from his wa^es." In meiny instances this
latter is precisely vrhat the applicant had hoped to avoid. As lias been
mentioned elsewnere, a clear understanding as to who is to give this
information made at the time of the interview, is indispensable to the
investigator. This is especially true in the case where the applicant
is employed by a small concern. Usually a business of this size will
.
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not be listed in a rating book; so the investigator must use his own
ingenuity . On one occasion the writer investigated an application
where the applicant was applying under an alias and signing as f irst
\
co-maker. He was not employed eitner as alias or using his own name,
yet his ststements were verified by phone for Doth positions. It was
only the reticence of the second co-maker to confirm his signature that
brought the situation to light. Another time the person at the other
end of the wire claimed to be the office manager, end went on to give
a g'ood recommendation for herself, the applicant. The writer a.lso
knows of a case where a bank was considerably embarrassed when an ap-
plicant claimed that a cneeking nad been made with an office clerk w:ho
had then informed the entire office of the private affairs of tne ap-
plicant. While an investigator may be warned of these various pitfalls,
he must depend on his own ingenuity and, above all, his past experience,
in handling such investigations. Moreover he must not be satisfied with
a routine checking in which he merely verifies the applicant's statements,
thanks the informer, and puts down the receiver. This may' antagonise
the person giving the information, and more important facts may not be
disclosed.
A trained investigator should be allowed to rely on his own
judgment as to how much of the application snould be investigated . Some
banks require a complete checking of all the items on the application
for the co-makers as well as the applicant, but this is a lengthy and
expensive procedure. Usually checking his employ ment and a few of his
references should be sufficient; for the co-maker the former is enough.
When it is tne case of an applicant who has had several previous loans.
.
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the investi&ator should be permitted to be content with the personnel
investi6ation alone. Some of the large banks require an investigator
to turn out as many as sixty or more applications a day, and it can
readily be seen that such could not be done if all the items were check-
ed. The trained man usually glances through an application to find the
most vulnerable point. If the report here is satisfactory, only a few
aaditional checkings will be needed. If the contrary is true, further
investigation is necessary to bear this out. an investigator should
be trying constantly to build up or break down the credit standing of
the applicant. If he can do the former, the applicant is worthy of the
credit sought; in the case of the latter, he must show clearly that the
applicant is a bad risk.
’
Chapter VI
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Once the application has been fully investige ted, it should
be turned over promptly to a member of the credit committee for review.
In a small bank this committee may consist of only one officer, where-
as in a very large personal loan department, there may be many credit
men with varying amounts of authority as to approval. On loans up to
£160 or 4200 one credit man may have the full right to approve the ap-
plication. If it is a border-line case, he may turn it over to another
member of tne committee and a joint approval may be made. On loans
ranging from $500 to $500 the approval of two members of the committee
must be had, or possibly that of one member and one other who has au-
thority to pass on loans of this size especially. Loans over this a-
mount usually require the approval of at least an assistant manager
while those above this figure usually require the assent of an officer
of the bank, who may be the head of the department.
Each application brings up a different proolem for the credit
man, and there are no hard and fast rules for credit approval. First
of all, the security of the applicant's income must be considered. He
may be a salaried man of good standing with a well established firm,
or he may be on a commission basis with a varied income. If he is a
laborer or employed by a concern whose work is highly seasonal, another
v
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problem pretents itself. Once the probable security of income is es-
tablished, it must be determined that the loan is in proper proportion
with the income of the applicant. Some banks will loan only a certain
percentage of tae yearly income basing their percentages on the amount
of yearly income. For example, the Marquette National Bank of Minne-
apolis employs the following sliding scale;*
10 % of annual incomes up to $2,000
12 l/2% of annual incomes from $2,000 to $5,000
15 % of annual incomes from $5,000 to $4,000
17 l/2% of annual incomes from $4,0Qu to $5,000
20 % of annual incomes above $5,000
This standard, however, is probably higher than that employed by the
greet majority of the banks of this country.
*
A quick estimate of his living expenses must be made to see
whether or not he can carry them plus the monthly payment of the loan.
He may be carrying too many other monthly accounts to permit him to
pay tne loan as well. On the other hand, a person with a low income
may show no other accounts whatsoever and be perfectly capable of carry-
ing the monthly payment, borne personal loan applications call for a
summary of the monthly living expenses of the applicant plus insurance
and other charges, but as a rule the applicant cannot or will not fill
these out correctly; so they usually are of no greet assistance to the
credit man. Only experience will guide him in determining what the
* Ralph W. Manuel, "An Adverture in bmall Loans," Tne Mia-V-estern banker
.
July, 1957, page 5, as reprinted in Henrietta Cooper
Jennings, The Consumer in Commercial Banking, page 90.
''
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monthly charges are over and above rent, heat, light, fuel, etc.
The final check-up comes on the bill payment record. An un-
usually poor record right up to the present time would be sufficient
to reject almost any application. On the other hand, there may have
been a justifiable reason for an occasional irregular account, and if
the credit man can get a reasonable and plausible excuse from the ap-
plicant, the loan may still be approved. For example, a suit against
a person in the past is not always sufficient evidence' for the rejec-
tion of an application. The prospective borrower may be able to give
a reasonable answer when questioned on the subject. On tne other nand,
if tne applicant has been continually slow on several accounts, it is
more than likely that tne costs of collecting tne payments would be more
than the income on the loan. When it is a question of a border-line
case, every- effort should be made to find a reasonable excuse to make
the loan, since all the costs of investigation have already been in-
curred. Askinc for an additional and stronger co-maker may' make the
loan a satisfactory one.
The credit man must have an understanding of the financial
problems of running the ordinary household. The great majority of per-
sonal loans are to people of moderate income, and tne person approving
the loan should nave a g,ood idea of what it costs to maintain an aver-
age family. Otherwise he may be prone to have too severe an attitude
toward the applications in this category.
Property owners are usually considered a good risk. At least,
a person who has been able to show a faood record on the payment of mort-
gage charges end taxes shows himself to be thrifty in this respect.
-'
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This is also sometimes an additional source of income. The record of
borrowers under the Federal Housing Plan snows that the great majority
of property owners are fairly good risks.
When an application in the hands of the credit man shows no
credit references outside of the employment check-up and the landlord,
the application should oe returned to the investigator so that the
name of the applicant may be cleared through the city merchant's credit
bureau. This is, of coarse, work that should have been done by tne
investigator, and in many large city banks all names are cleared as
soon as tne application reaches the personal loan department. It is
easier to grant credit to a person who has had various accounts than to
a person wno says he nas always paid cash for all expenses up to the
present time. In many cases on clearing the accounts through the local
stores, it ma> be found that the applicant has many accounts in very
poor standing and did not dare admit their existence.
borne applicants will show a credit and income record entirely
out of line with the requirements of any personal loan department end
still have an endorser whose name on a small note would surely guarantee
payment. In such cases this enaorser must be contacted, by telephone,
if possible, and have it explained to him that the loan would not be
made except on the strength of his endorsement. If the endorser is an
outstanding customer of the bank, caution should be used in making the
situation clear to him, for while the personal loan department would
naturally be gla.d to grant his request, it would also be put in an em-
barrassing position if he were called on to pay the note. The writer
knows of an instance where a person worth many times the amount of the
..
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note requested the bank to make the loan, but would not sign the note
or a separate guarantee, tnus placing the credit man in a very difficult
position. Naturally, if any tiling happened to the person making the re-
quest and the loan went bad, the bank would have no clt im against the
estate, since the personal loan department's notation of a telephone
agreement would have no value.
Some banks grant personal loans for a ^eriod longer than the
usual twelve months, which presents a new problem to the credit man.
When a loan of longer maturity is made, the person's income shoulo be
better than average, and his position should be a responsible and well
established one. Most people who borrow are naturally going to make
new charges on their various accounts and incur other obligations be-
fore the loan is paid up during tne course of one year and at the end
of that time they probably will need a new loan to clear up all their
accounts. In the meantime, this leaves no provision for emergencies.
Hence, a loan of longer than average maturity should be made only for
certain purposes and to people who are well able to take care of their
other obligations while the loan is outstanding. On the other hand,
loans of longer maturities bring in greater revenue for practically
the same cast, and most of tne otner cash lending agencies prefer to
carr} the account longer than a year. Moreover, there will be worthy
cases wnere the borrower would be nara pressed to make the larger month-
ly payment on a twelve month's note, but could take care of the obliga-
tion on a twrenty payment basis.
The credit man must be given full responsioility to make loans
as he sees fit and must not be hampered with the fear of being taken to
task for makin6 a bad loan. If personal loans were made as sure risks
* -
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many worthy applicants would be refused and the loan portfolio
would be too small. A large proportion of applications investigated re-
present border-line cases, and to refuse them would De turning away pro-
fitable business. The credit man should, if possible, talk with the
border-line applicants and attempt to find justification for making the
loans. In so doin^ ne must be tactful and avoid antagonizing tiie ap-
plicant with too many personal questions while at the same time he must
get enough information to justify granting the loan. Like the inter-
viewer, the credit man must be of a sympathetic and understanding nature.
If he takes the attitude that people of limited incomes should not bor-
row, he should not be in the personal loan department but in the regular
credit department. Various people have said that they prefer to train
a new man for small loan credits rather than take a man already trained
for regular credit work on commercial loans. While such a statement
is only a Oeneralization, it has some foundation, for the commercial
credit man may be prone to set too high a standard on small loans. The
experience of all grantors of consumer credit has shown that the average
person is honest; he gets into difficulties through poor judgment rather
than through dishonesty. The combination of a liberal small loan credit
policy and an efficient collection department should give a bank better
profits and good will than too strict an attitude would. Naturally, a
newly formed personal loan department or a new man in small loan credits
must proceed cautiously at fi st, but as time goes on, they must become
more liberal. In many instances, banks employing too strict a credit
policy could increase their loans considerably without raising the loss
ratio too much, thus bringing aoout a large increase in net profits.
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Chapman summarizes on a. percentage basis the reasons given by
a metropolitan bank for rejections as follows:*
Too much borrowing 8.3%
Vveek Statement 43.9
Based on insufficient income, unstable employment,
unsatisfactory co-makers, etc.
Poor previous record with
us or others 17.4
Failure to mention exist-
ing loans with others 21.8
Co-maker in open legal ac-
count with others 1.5
Borrower in open legal ac-
count with others 1.5
Judgment record with our
bank. .4
Other Reasons 5.2
100 . 0%
* Chapman, John M., and Associates, Commercial Banks and Consumer Install-
ment Credit
, National bureau of Econom-
ic Research, page 112.
,.
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Interest Rates
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From earliest biblical times interest rates and usury have
been the subject of great controversy. The church was one of the first
opponents of interest on money, mainly because so many unfortunate
borrowers were thrown into prison ana reduced to slavery when unable
to meet tneir notes. (It is a well-known fact that man^ of the ear-
ly colonists in this country were debtors who had been released from
jail in England and given an opportunity to work off their debt in
this country.) As early as fifteen hundred usury laws were in effect-
in most countries and tne penalties for infringement were severe. Since
lenders could not always grant credit profitably at tne prevailing
legal rate, commerce was hampered. If they lent at a profitable rate,
they ran the risk of severe punishment. No consideration was given
to the fact that the use of money' is subject to the laws of supply and
demand just as any other commodity. Naturally rates for different
types of loans vary according to the nature of the risk and the size
of the loan and if the borrower can use the funds profitably, the rate
of interest should be nis own concern. Here we are confronted with
the necessity of differentiating between legal and moral usury. The
.,
12
former is merely exacting more than the rate set up by law, whereas
tne latter is applicaole when the lender takes advantage of the strait-
ened circumstances of the borrower to enforce his demand for risk
rates. In 1761 the French economist and statesman Turgot said, "If
one man was willing to lend at a certain rate end another was willing
to borrow at that rate, that was their business."* "The Letters in De-
fense of Usury" which Jeremy Bentham published in England in 1737 went
on in much the same vein:
"That no man of ripe years and of sound mind, act-
ing freely and with his eyes open, ought to be
hindered, with a view to his- advantage, from mak-
ing such a bargain in the way of obtaining money
as he thinks fit; nor (what is a necessary con-
sequence) any body hindered from supplying him upon
any forms he thinks proper to accede to."**
Tae influence of this reasoning was so great, in 1354 all English us-
ury laws were repealed as were those in the majority of the European
countries. Two events brought about the same in most of the States in
this country. The first was a claim upheld in court to the effect that
a New York Bank which had borrowed from the American Life and Trust
Company at an usurious rate was released from paying principal as well
as interest. The other was the famous address delivered in favor of
the repeal of the Massachusetts Usury Law' before the House of Representa-
tives of Massachusetts, February 14, 1867, by Representative Richard
H. Dana, Jr.**
There is much confusion in the mind of the average person
* "Smell Loans—An Investment for BanKs," Walter B. French, Vice-Presid-
dent, Tne Trust Company of New Jersey.
** Idem, page 7.
,'
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today in regard to lawful interest rates, which is not surprising when
one considers that different types of loans are permitted varying maxi-
mum interest. Lawful interest rates are controlled by the individual
States and two different rates, the legal and the contract, are set up
by tne State Legislt tures. The legal rate on notes is simply the amount
of interest permitted vmen no specific amount is designated on the in-
strument. The contract rate is the maximum rate of interest allowed
on any loan, except those for which special provision has been made by
the Legislature. The main exceptions provided for have to do with in-
dustrial banking companies, credit unions, regulated small loan compan-
ies, and in some instances for notes taken by bank personal loan de-
partments.
More confusion is created in the mind of the layman by the
multifarious methods of figuring interest on monthly payment loans.
Some banks and industrial loan companies quote a stated rate of dis-
count and then deduct insurance or investigation fees, or both. Others
charge no investigation fee and include the cost of insurance in the
discount. The rate advertised is usually the cash discount and not the
effective interest rate. In some instances the discount is taken from
the amount requested, which appears on the note; in others the borrow-
er actually receives the amount requested and signs a note for that
amount plus added-on discount.
Luring the early development of tne personal loan department
system, repayments were made in the form of deposits to an hypothecated
savings account on which interest was paid, thus lowering the rate some-
what. Lome banks charge more for very small loans or even employ a
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sliding scale of charges on loans up to a certain amount . For example,
tne National Shavwnut Bank of Boston discounts all notes over t.iree hun-
dred dollars at 5%. For loans from $4:0 up to that amount, 5% plus 1%
of the difference between the amount of the note and $500 is charged.
In the case of single-name notes (husband and wife only) 1 l/2% of the
difference is added to 5%. When an installment note is discounted in
advance the effective interest rate is almost double the actual cash
discount taken. For example, when the borrower wishes net proceeds of
$120.00 on a note discounted at 5%, the note will be at $126.51. To
arrive at this figure we first deduct $6, (one pear’s interest at 5%)
from $120 and divided the $114 into $3 to find the actual rate of dis-
count, which proves to be 5.26%. Then multiplying $120 by this figure
and adding it to $120, we arrive at $126.31 for the face of the note. M/
•
While many banks vary the amount slightly up or down to get equal month-
ly payments, the actual rate is figured in this manner. The borrower,
however, does not have the use of this money for an entire year, but
$120 for one month, $110, two months, and so on down to $10.00 for twelve
months. Adding ail these figures together, thus:
$120.00
110.00
100.00
90.00
30.00
70.00
60.00
50.00
40.00
50.00
20.00
10.00
v 780 .00
- '
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and dividing this total oy twelve we find the average amount tne borrow-
er h&d available is $66.66. Dividing this amount into $126.51, the
principal, we find that the latter figure is 1.39 times as great as
the former, so the discount rate is multiplied by 1.89 and gives us
an effective interest rate of 9.95%.
There are various methods and formulae used for finding the
effective interest rate, but tne author selected the above method in
order to show how and why this rate is almost double that of the dis-
count figure taken.
The Banking Department of the State of New York advocates
the use of the following equation:
P equals R(N plus I)
2 M & R (N plus I)
P—rate of interest for period of loan
R—rate per cent per annum on unpaid principal balance
N—number of payments required
M—nuaoer of payments in one year
Using this method, we find the rate on a $100 note discounted for one
year at 8% is 11.73%.
Another and similar method is worked out as follows:*
2 P C
I equals N pius q
I—the annual interest yrield
P—the number of payment periods in one year
"Installment Selling and Finance Companies," The
Annals of the American Academy of Political and
Social Science
.
March 1958, Vol. 196, page 124.
* Ayres, Milan V.,
~>
«
*
76 -
C—the discount charge expressed as a percent-
age of the net proceeds.
Using this formula, we find that the effective interest rate on a one
hundred dollar note discounted at Q% comes to 11.783%.
The regulated small loan companies, as provided under the
various adopted forms of the Uniform Small Loan Law, use an entirely
different system for making the interest charge. When each monthly
payment on principal is made, the interest is figured on the balance
intervening since the last payment. In most instances, it is 3% on the
first one hundred dollars of balance plus a reduced amount on the ex-
cess. Thus, if no payments were made during the entire ^ear (natural-
ly this would become a collection case long before reaching this stage)
at least $'56.00 interest plus interest on accumulated charges would be
due. at least two large personal finance companies operating in Mass-
achusetts charge £ l/2 per -cent per month on the first one hundred
dollars and on a one hundred dollar loan, the monthly payment is $9.75.
This brings the total amount paid back to $117.00, which means a cash
interest charge of $>17.00.
Generally rates charged by the industrial banking companies
are found to be greater tnan those of banks making personal loans, but
less than the personal finance companies' interest. For example, the
Boston Morris Plan Bank charges a discount of 10% plus 60 cents for
each one hundred dollars of loan on advances up to $180 secured by chat-
tel mortgages, endorsers, or simply by the signature of husband and wife.
Previously, this company charged, a higher rate for unendorsed notes,
but this practice has been discontinued. As their loans grow larger,
the rate of discount decreases. From $130 to $539, the rate is 9%
'
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plus tne insurance charge; from $540 to $1,003, 8 l/2% plus the insur-
ance is charged, and on loans from $1,030 to $2,000 the discount is a
straight 3% without tne extra insurance charge. Collateral loans se-
cured by listed securities are discounted at 6% and notes secured by
the company's own certificates are taken at a discount of 4%. Thus,
on a loan up to $180 tne discount rate is approximately 10.6%, and
tae effective interest rate comes to almost 22%. To obtain an actual
cash loan of $100, it would be necessary to sign a note for more than
$112.00.
While, as tne author has said before, the effective interest
rate on loans granted by the various cash lending agencies may seem on
the surface to be ver,y high, it must be remembered that cash interest
paid and effective interest rate are not the same. Also, one must con-
sider that cost of making small loans is high in proportion to the &-
mount of the loan, and were these rates not permitted, the majority of
the cash lending agencies would, not be able to serve their own particu-
lar clientelle. Hence, tne interest rate really involves other costs
than the mere loan of funds.
'.
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Except in the case of some of the large banks of this country,
as yet no intensive work has been done in determining the cost of opera-
tion for personal loan departments. Most banks are reluctant to divulge
confidential figures, and probably many of them have made no detailed
study of costs. As a matter of fact, if such a study were made, and
all the proper costs allocated to this department, many banks would pro-
bably discover a loes in the place of an anticipated profit.
Small banks doing a monthly payment loan business frequently
encounter no little difficulty in determining accurate cost figures,
since no one member of the personnel devoted his entire time to this
function. Segregating telephone, postage, stationery, and supply costs
for this department would not always be possible. In an institution
of this type it would be possible to make a fair amount of loans with-
out increasing the personnel at all. Approving two loans a day, for
example, one officer could make at least five hundred in one year. At
an average of $100 per loan, this would make a yearly volume of $50,000,
which would gross $5,000 income at 6%. An average of thirty payments
to post per day surely would not take up too much of a bookkeeper’s time.
The investigation costs would probably be small, for in a small-town
*'
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bank the loaning officer would be sufficiently acquainted with most of
the people to be able to pass judgment after asking only a few questions.
Most of these loans would be made to people who would be able to liquid-
ate only on the monthly payment system; so the bank would be making good
loans that it would not be able to make on a straight three or six months
note. Hence, a small bank in a town or small city could increase its
yearly profits by making these loans.
In between this type of personal loan and that made by several
large city banks, where the personal loan department is a separate en-
tity, comes the personal loan department in banks of moderate size. Us-
ually this latter type of bank has a small separate personal loan depart-
ment, which several of the loan officers serve in in an advisory capacity,
determining personal loan policies, approving larger than moderate credits,
and having general jurisdiction over the operations of this department.
Several employees may devote their full time to this department, and a
yearly credit of several millions may be made. Determining the costs
of operation in this instance proves to be fairly complicated. In ad-
dition to the direct charges such as salaries, telephone, postage, in-
surance, credit agency reports, supplies and equipment, various over-
head costs must be allocated to this department. A fair proportion of
rent, light and heat belongs here. Personal loan advertising should
be borne directly and not just as a part of the entire bank's advertis-
ing budget. If officers and branch managers are interviewing applic-
ants, a part of their time must be charged, as also must be the time
of tellers receiving the monthly payments. While many banks may not
do so, a charge for the funds used should also be made.' If, for instance,
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savings department's funds were being used, at least as much as that
department's interest rate should be charged. In these days of ample
redundant funds, such a policy might seem foolish, but in a period of
higher money rates, if this were not taken into consideration, and too
low a rate of discount charged, the department might actually be run-
ning at a loss.
Finally, we have the third classification of personal loan de-
partments, those used by a few banks in the larger cities, where several
hundred employees may be found and where the yearly loan balances run
into many millions. These banks undoubtedly know their own costs of
operation very well, since even the officers in charge are usually de-
voting their full time to this type of credit. The department is an
entity in itself and all costs with the exception of branch managers'
and tellers' time can be charged directly. These departments usually
work on a very efficient basis, using all the methods possible to put
the department on a mass production basis. For example, some banks have
all interviewing, investing and approving done during the day, while
all the bookkeeping is done at night. The author knows of at least
one bank that has two special business machines devoted to making out
the checks at night for loans approved during the day. The machine
prints on a journal sheet the face amount of the note less the dis-
count and balance on old loan plus the interest rebate on the latter,*
then it also prints the net proceeds on the check. In this same de-
partment the investigators are trained to turn out many applications
in a single day.
Banks in business for some time find out that after feeling
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their way conservatively on their investige tions at the start, they
may dispense with much of the investigation, especially in the case of
renewal loans, when only a personnel recheck may be necessary. These
large banks working on a mass production basis are thus able to loan at
lower rates than other banks. The National City Bank of New York
charges 5 l/3$ discount plus fifty cents for each one hundred dollars
of loan for insurance, which is about the minimum rate that can be
profitably used for this type of credit.
The American bankers Association reports that its survey
showed an average discount rate of five to six percent with discounts
ranging from three to eighteen percent. Varied answers were given for
net return on money loaned. Only six banks reported a figure of less
than two percent, while five showed net returns from 2 to 3.99 percent.
51 of 62 banks showing net returns on a percentage basis reported a
figure of four percent or better. 10 of them showed 4 to 4.99 percent;
11, from 5 to 5.99 percent; 10, from 6 to 6.99 percent; 14, from 7 to
9.99 percent, and 6, 10 percent or over. For the year 1938 New York
banks reported an average net profit before setting up reserves for
losses and allowance for charge-offs of 5.7 percent and 4.5 percent
with these items taken into consideration, which figure is better than
most banks' figure for return on total earning assets.*
The gross income per &100 of average loan account for person-
al loan departments is naturally higher than that for other types of
* Chapman, John M., and Associates, Commercial Banks and Consumer Install-
ment Credit. National Bureau of Econom-
Research, page 188
.-
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loans and in some instances is increased by fines on delinquent payments.
While many banks demand no fines on late payments, the average propor-
tion of gross earnings from this source was 4.3 percent for New York
banks in 1933.*
The best source of cost information up to the present time
is the New York State Banks, which must report to the State Banking De-
partment each year in a uniform manner. Chapman summarizes the re-
ports for 1937-1938 as follows:**
Of
/o %
Total Operating
Salaries
Expenses Expenses.
Officers 13.0 15.8
Other 30.2 43.2 36.5 52.3
Reserve for Charge-off Accounts 17.3
Insurance 7.3 8.9
Rent 6.5 7.9
Advertising 5.4 6.5
Legal 2.8 3.3
Other 17.5 21.2
100.0% 100.1%***
There is no cost for money used included in these figures,
the total expenses includes charge-off accounts and the operating ex-
penses do not take this into consideration. In the case of banks not
* Op. cit., page 171
** Op. cit., page 171, Table 50
*** Table adds up to 100 . 1%
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using a reserve account, actual charge-off figures were taken. The
insurance figure was the net cost after the charge to the borrower.
It is evident that only the general categories of costs are
taken into consideration. The salaries are not broken down at all
so no indication is given of the cost of investigating the loan as com-
pared with the expense of bookkeeping. Anyone wishing to make a study
of the efficiency of operations would surely need much more detailed
figures than those given.
Henrietta C. Jennings has prepared a statement of the actual
dollar income and costs of the New York State Banks for the year ending
December 31, 1938, based on information from the banking department of
that State:*
Ratio to
INCOME: Total Income
Net Interest Earned $1,293,868.74 92.368
Fines 67,734.86 4.835
Group Insurance Costs Collected 24,023.24 1.715
Expenditures for Court processes collected 10,852.30 .775
Other Income 4,279.56 .307
Total Income $1,400,757.20 100.000
EXPENSES:
Salaries—Officers $ 97,375.93 6.951
Other 239,974.24 17.132
Insurance on Borrowers 1 Lives 79,513.68 5.676
Rent or Real Estate expense 51,044.07 3.644
* Jennings, Henrietta Cooper, The Consumer in Commercial Banking
, Con-
sumer Credit Institute of America,, page
119.
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EXPENSES: (Continued)
Ratio to
Total Income
Advertising 26,878.58 1.919
Expenditures for Court process-—Attorney
Other
12,153.28
4,675.50
.868
.334
Other Legal Expenses 10,112.01 .722
Other Expenses 137.491.16 9.815
Total Expenses $659,218.55 47.061
When one considers that many of the reporting New York banks
had not been in the business long, and that banks of all sizes were re-
porting, it is not surprising that costs per $100 of average loan ac-
count would vary greatly. In another table the reports are tabulated
for the year 1938s*
Operating Cost per Average Loan Account
$100 of Average $75,000 Over
Loan Account or under $75,000 Total
Under $3 7 1 8
3—
4
11 2 13
4—5 10 3 13
5—6 4 5 9
6—7 2 2 4
7—8 1 2 3
8—9 1 1
9-10 1 2 3
10 and over 1
_ 1
38 17 55
* Chapman, John M.
,
and Associates, Commercial banks and Consumer Install-
ment Credit
, National Bureau of Econom-
ic Research, Table 51, page 173.
..
- 85 -
It is interesting to note that the great majority of banks
with an average loan account of less than $75,000 reckoned their costs
as $5 and under per $100 of average loan account, whereas only a third
of the other group placed their costs in this category. This may be
due largely to two factors. First, the banks with small balances may
actually be working with less overhead expense and little or no inves-
tigation costs as described above, or secondly, they may not be taking
all costs into consideration as the larger banks undoubtedly would.
In still another tabulation the various cost items are reduced
to actual cost figures as follows :*~ O ~
Costs per $100 Costs <Hoooi—ifH<uP4
of Loans Made. Average Loan Accour
1937 1938 1937 1933
Salaries—Officers $0.31 $0.35 $0.81 $0.75
Others .65 .86 1.72 1.35
Insurance (net) .17 .20 .45 .43
Rent .14 .13 .33 .39
Advertising .13 .10 .43 .21
Legal .04 .10 .10 .21
Other .58 .49 1.02 1.06
OPERATING COSTS 1.37 2.23 4.96 4.90
Reserve for Charge-offs .38 .43 1.01 1.04
Other Charge-offs minus recoreries .04 .09 .11 .20
TOTAL COSTS 2.29 2.35 6.08 6.14
A more detailed summery of costs per $100 of average loan ac-
count based on figures given by twenty-five banks with personal loan de-
* Op. cit.. Table 52, page 176
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partments maintaining balances from $100,000 to $250,000, is given by
Mr. Howard W. Haines.* It should be noted that cost of money is also
included.
Cost of Money $ 1.87
Returns, Interest and Rebates .98
Salaries .95
Investigation .59
Losses .50
Insurance .50
Reserve for Taxes .50
Advertising .18
Collection .34
Stationery and Printing • lo
Rent .08
Miscellaneous .07
TOTAL COSTS $ 7.31
fthile total loans made and total average funds increased from
1957 to 1938, the number of banks operating personal loan departments
also increased; so the effect of increased business is not too well re-
flected in this table. Up to the point of overcrowding facilities, it
would seem that more loans made and increasing average balances should
lower the fixed costs measureably, but in this table only the officers*
salaries under costs per $100 of average loan account and advertising
in both categories declined with the increased business.
* Haines, Howard 7/right, Profits and Problems in Small Loans
.
the Bankers
Publishing Company, New York, 1937, page IS.
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The entrance of new banks into the field probably had some ef-
fect in reducing the results of the increase, since they could not reach
maximum efficiency in the space of one year. Taking this fact into con-
sideration, a table was prepared to show the change in cost per $100 of
increase in loan account for the banks that v,rere operating in 1937 as
well as in 1938.*
Additional Cost per
$100 of Increase in
Loan Account
Negative Marginal Cost
Under $1
1—2
2—
5
3—
4
4—
5
5—
6
6—
7
7—
8
8—
9
9—
10
10 and over
Average Loan A.c
c
ount
$75,000 Over
or under $75.000 Total
11
3
7
6
4
1
TOTiiL
4
38
3
17
12
6
9
9
7
2
1
1
7
55
Thus 1? banks' cost decreased as their loans increased and
43 banks out of 55 reporting showed an increase of less than $4 for
* Chapman, John M.
,
and Associates, Commercial Banks and Consumer Install-
ment Credit
, National Bureau of Econom-
ic Research, Table 53, page 178,
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each $100 of additional balance. The median cost increase was $£ for
all banks end $1.50 for those reporting balances under $75,000. Of
this latter group 51 out of 58 had a marginal cost under $-4 with 11
of them reporting a negative marginal cost. 1£ of the 17 in the other
group showed a median of $5 and a marginal cost of less than $4. Com-
paring the figures in this table with the one on operating cost per
$100 of average loan account, the author points out that only £1 of 55
banks reported operating costs of less than $4 per $100 of average loan
account, whereas 45 of this number showed less than $4 increase in opera-
ting costs per $100 of additional loan account. He accordingly prepared
an elasticity table for the ratio of per dollar marginal cost to average
cost.
"An index of more than 1 means that cost in handling
larger loan accounts increases more than proportion-
ately to the loan account; an index number between 1
end 10 means that cost increases less than proportion-
ately to the loan account; and if the index is nega-
tive, cost end loan account move in opposite direc-
tions. The former falling as the latter rises."*
Index of Cost Elasticity Average Loan Account
for Expenses in
Loan Account
$75,000
or under
Over
$ 75 , 000 Tota!
Under 0 10 1 11
0—£5 5 4 7
£5—50 6 1 7
50—75 6 5 9
75-100 1 £ 5
100
-l£5 5 5 8
125-150 1 1
Op. cit., page 179.
-....
; =
..
-
‘
• -
.
.
.
'
-
'
.... •
•
-
-
1
.
i .
- 89
(Cont.)
Index of Cost Elasticity
(Cont.
)
Average Loan Account
for Expenses in
Loan Account
| 75,000 Over
or under &75.0C0 Total
150-175 2 1 5
175-200 1 1
200-500 1 1
500 and over 2 2 4
TOTAL 58 17 55
Up to a certain point the costs of investigating and passing
the credit on small loans remain the same irrespective of the size of
the loan. A slight increase comes a.bout when the amount requires the
joint approval of two credit men, but this cost is negligible when com-
pared to the difference betv;een the income on a. |100 loan and a ^500
loan, for example. Each application must go through the same processes
before the loan is approved and the bookkeeping costs for repayment are
identical as long as it does not become a slow or delinquent account.
Loans over k'500 and those to small businesses, which may run into several
thousands of dollars, usually require more thorough investigation, and
in the latter case a credit agency report is usually required. Moreover,
loans to businesses require the approval of a credit man schooled in
statement analysis and small business credits as well as in personal in-
come credits. Also loans of this type usually must be approved by high-
er salaried loan officers. However, as stated before, for the usual
monthly payment loan the cost remains the same; so the higher the aver-
age loan, and the more the facilities of the department can be used to
increase the total loan balance outstanding, the greater will be the
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net profit. Many of the banks reporting in the cited New York reports
have not been operating personal loan departments for e. very long period,
and it is reasonable to believe that added experience will enable them
to cut their costs and make the most of existing facilities, thus re-
ducing the cost of doing business while increasing the outstanding loan
balances. Many banks could increase their loans without any increase
in personnel and keep the variable costs down to the extent that net
profits will be greater.
The maturity of a note plays an important part in the result-
ant profit or loss on the transaction. The cost of investigation is
practically the same whether the note is to run six months or five years,
as some do under the F.H.A. system. Of course, the question of risk
enters in on a note of long maturity, but, on the other hand, too short
a period will make the loan profitless. Chapmen-* states that on a six
percent discount basis, "The break-even point for a six month loan falls
between the $150 and $175 sizes, for a twelve month loan, between $100
and $125, and for an eighteen month loan, between $75 and $100." As
mentioned elsewhere, banks making loans under $100 on a year's maturity
are usually losing money on them unless they are charging more than they
do for loans over that amount. While the cost for handling the payments
on a note running longer than one year is greater than for those limit-
ed to one year, the total net profit is greater. Banks who made F.H.A*
loans of two or three year maturity found that their total net profit
was greater simply, because the investigation cost was written off over
a longer period. However, it is the writer's opinion that unless the
* Op.cit., page 187.
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credit risk is much better than average, the one year maturity is the
safest policy.
Average net profits on personal loans for the New York State
Banks were higher than the usual commercial bank net return on earning
The reports of these banks are tabulated in Table 5:assets.
Net Profits per
$100 of Average
Loan Account
Under 0 (net loss 0—$6)
$0—2
2—4
4—6
6—8
8 and over
TOTAL
Average Loan Account
$75,000
or under
Over
$75,000 Total
4 1 5
4 2 6
5 7 12
14 5 19
10 1 11
1 1 2
38 17 55
Only five banks reported a net loss, 18 averaged under a 4
percent return, 30 showed a figure between 4 and 8 percent and only two
reported a net profit of 8 percent or greater.
In spite of the excellent v/ork done by Chapmen, it should be
apparent that true cost and profit figures for personal loan depart-
ments are not yet available. He admits the questionnaire answers on
this particular point were mostly unsatisfactory, and the figures he
analyzed for the New York Banks represent only the State Banks. The
total average outstanding loan for all these reporting banks is not as
great as that of some of the National Banks operating in New York City.
Cost and return depend on the size of the average outstanding loan to
some extent
.i~ - . J ...
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The great majority of banks extending this service have not
oeen operating personal loan departments long enough to reach the stage
of lowest total cost per unit, nor in most instances, have they suffi-
cient figures on which to base cost analysis. As the writer has indica-
ted before, costs will vary with the size of the outstanding loan bal-
ances up to an unknown point and inversely in the case of some few banks
carrying very large outstanding balances.
As Walter B. French, Deputy Manager, American Banking As-
sociation, Consumer Credit Department, said in his address at the
Eleventh Bank Management Conference of the New England Council, November
8, 1940, each individual bank must charge all applicable costs to this
department so that true costs will be known. If this is not done, he
warned, competitive lowering of rates to obtain business may turn the
venture into a loss for the bank.
'.
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The writer has attempted in this thesis to show the develop-
ment and history of the various small loans agencies and the laws re-
garding them. It has been shown that the modern personal loan depart-
ment found in commercial banks owes much to the industrial banking com-
panies and the regulated small loan companies which preceeded. The ex-
perience of these companies and of other institutions granting consumer
credit showed the commercial banks that the average person is worthy of
a limited amount of credit. Moreover, the systems of operation were
more or less definitely established when the banks entered the field.
Thus, the commercial banks of this country, searching for an outlet for
redundant funds, had the way all paved for them when they entered the
small loan field. The banks usually demand a better credit risk than
the other loan agencies and their average loan is larger. They also
have the advantage of being able to employ redundant funds whereas the
other agencies have to pay interest or dividends on funds sought in the
investment market.
If higher interest rates were to return and if banks were able
to put their money to work in large industrial loans again, it is pos-
sible that some of them might lose some of their interest in personal
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loan departments. When one considers that a few large industrial loans
could equal the personal loan balances of a bank, it seems that a great
deal of effort has to be expended to make personal loans when compared
with that necessary for granting a large industrial loan. However, it
seems evident that the personal loan department will be with us for a
long time to come. Banks which previously did not have to concern them-
selves with the average person have ha.d to do an about face in the past
decade and seek to serve at a profit the general public. Along with per-
sonal loans, they are making time sales loans to purchase many types of
consumer goods. They are offering register checking and special check-
ing account service to the average person, and they are advertising for
the accounts of any worthy person.
The 7;riter has described the various operations of the per-
sonal loan department and attempted to outline the best procedure for
each phase of operation. If a personal loan department is to be opera-
ted, it must not be done half-heartedly. Interviewing, investigating,
and passing of credits must be done quickly and efficiently, not only to
satisfy the customer but also to keep costs at a minimum. As the writer
has stated before, the best advertisement a personal loan department can
have is the word of mouth praise of a satisfied borrower. There are two
schools of thought on the subject of advertising. Some bankers refuse
to advertise this function over the radio or in newspapers. Others,
while recognizing that each time a new advertising campaign is launched
some undesirables are brought in, believe that in order to obtain the
necessary volume, the general public must be informed of this service.
It has been shown in the Chapter on interest rates that the
banks are usually offering their loans at a rate lower than that given
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by other ce.sk lending agencies. However, it cannot be said too em-
phatically that honesty in quoting rates is the best and only policy.
Ail charges must be included, and the total charge discounted should not
oe advertised or quoted as interest at that percent. Also, banks should
not indulge in competitive rate cutting, nor should they fail to ascer-
tain their true costs of operation. As stated before, much still remains
to be done in the field of operating costs.
Clearly defined laws governing personal loan departments are
lacking in many States, and the banks in these States desirous of making
this type of loan should endeavor to see that legislation is enacted
modeled on the draft quoted before. Provisions should be made for the
legal status of time payment loans, a maximum limit for total charges,
and for fair and truthful advertising for this type of service.
In conclusion, it is evident that personal loan departments
are offering a legitimate service to the general public while enabling
the banks to put redundant funds to work. They are also bringing in
customers for the other services that the banks are offering and at the
same time creating good will among the general public.
*
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